NIVERSITY 
OF MICHIGAN 


OCT 21 1953 


ccoun 


Disclosure as a Standard of Income Reporting 

Revaluations of Fixed Assets 

The Momentum Theory of Goodwill 

New Techniques in Consolidations 

Consolidated Statements and the Law 
Vingt Ans Aprés 
Using Supplementary Data to Interpret Reported Income 

The Genesis of Cost Control 


Accounting under Conditions of Changing Prices from the 
Debtor and Creditor Viewpoint 


Guideposts from Collegiate to Practicing Senior 
The Effect of Growth on the Adequacy of Depreciation Allowances 
Tax Notes as Liability Offsets 
Has A.R.B. 29 Settled the Problem of Inventory Valuation? 
Finding the Rate of Interest 


Special Inventory Problems of the Dealer in Collectors’ Items | 


Complementary Accounting through the General Ledger 


A Review af Improvements in Federal Government sagas 
Annual Index 


‘ 
t 
» 
‘ 
4 
+ 
£18 
wee 
4 
> 
| 
ray 
* 
keh 
+ 
‘4 
~ 


An Important Announcement to 
ACCOUNTING INSTRUCTORS & STUDENTS 


THE JOURNAL OF ACCOUNTANCY is now available to senior and graduat- 
ing students at a new long-term discount rate. 


SENIOR STUDENT DISCOUNT RATE 
THREE YEARS—$11 


This special rate has been established to encourage graduating students to 
continue using the Journal during the important early years of their pro- 
fessional career. Instructors are urged to bring this new rate to the attention 
of their senior classes. 


The Journal will continue to be available to instructors and undergraduate 
students at our regular educational discount rate of $3.50 for one year (half 
price). 


The Journal of Accountancy’s feature articles and regular departments are 
of continuing value and interest to both instructors and students, 


CPA EXAMINATION QUESTIONS AND UNOFFICIAL ANSWERS 
CURRENT ACCOUNTING AND AUDITING PROBLEMS 
TECHNICAL AND PROFESSIONAL NOTES 
CURRENT BOOKS AND ARTICLES 
THE JOURNAL NEWSLETTER 
THE TAX CLINIC 


Instructors who plan to recommend The Journal of Accountancy to their 


classes are requested to write for our new student subscription forms. A sup- 
ply will be sent promptly. 


THE JOURNAL OF ACCOUNTANCY 


Official Publication of the American Institute of Accountants 
270 Madison Avenue New York 16, N.Y. 


| 
| 


: ‘ m 

of 

it 

m 

P 
m 
Ji 
m 
ni 

: : m 
ol 
ge 
cI 
: ql 
fr 

In 

P 

In 

} ] 
is 
; re 


BT he Accounting Review 


VOL. XXVIII 


OCTOBER, 1953 


NO. 4 
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OF INCOME REPORTING 


WENDELL P. TRUMBULL 
Professor, University of Mississippr 


porting in the United States has 

; been closely related to the develop- 
ment of business corporations as the means 

| of carrying on much of the industrial activ- 
| ity of the nation. Both of these develop- 
' ments have taken place largely since 1900. 
After fifty years of steady progress, the 
| public reporting of income data is still in 
midpassage. As a recent editorial in the 


1 DEVELOPMENT of financial re- 


Journal of Accountancy comments, 


must always be borne in mind that there 
| has been a rapid evolution in the develop- 
ment of accounting principles. Standards 
of twenty years ago, or even ten years 
| ago in some respects, would not be re- 
garded as acceptable today.’ Such a 
' changing picture calls for repeated in- 
| Quiries to distinguish the more permanent 
from the more transient standards of cor- 
poration accounting. 

It would appear that a definite need 
exists at the present time for another exam- 
ination of the old idea that disclosuse—the 
presentation of all significant accounting 
information as accurately and informative- 
ly as possible—is the guiding objective of 
fimancial statements. The following material 
is concerned with this idea as it relates to 
Tecent discussions regarding the purpose 
and scope of published income reports of 
corperations whose shares are widely held. 


* January, 1947, p. 7. 


The unsettled controversy between ac- 
countants favoring “all-inclusive” income 
reports and those favoring “selective” 
income reports which exclude certain spe- 
cial items of gain and loss cannot be fully 
understood, it is believed, unless related 
to the question of whether disclosure is an 
underlying objective of corporate report- 
ing. A detailed study of most of the writ- 
ings touching upon the subject of income 
exclusions has convinced the writer that 
the most persistent opposition to the all- 
inclusive concept is that which comes from 
persons who are opposed to the idea that 
there should be full disclosure of all per- 
tinent accounting information to stock- 
holders and others of the public. 

Much of the opposition to all-inclusive 
income reporting is reflected in the cling- 
ing to customary views of reporting which 
were developed—and which were appro- 
priate—a number of years ago when cor- 
porations generally presented very little 
information regarding income results to the 
investing public. In the meantime views 
concerning acceptable disclosure have pro- 
gressed considerably. Today the excellent 
income reports of many corporations follow 
the all-inclusive concept, and there is 
much evidence that income exclusions are 
generally obsolete whenever a high level 
of disclosure prevails in the income report. 

It may be noted briefly how financial 
reporting has played a broad, vital role in 
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the growth of the modern corporation 
since 1900. The phenomenal expansion in 
the use of business corporations reflects 
among other things (1) the inclination of 
investors (those who save) to minimize 
risks and uncertainties wherever practi- 
cable and (2) the need for large business 
units which are feasible only through pool- 
ing the savings of hundreds or thousands 
of persons. In this connection, financial 
reports have helped investors to minimize 
risks and protect themselves as well as 
possible from losses on corporation securi- 
ties—through serving as instruments of 
accountability from trusted company offi- 
cials, and through helping investors to 
judge better the earnings prospects of com- 
panies and the value of their securities. 
Although financial reports occasionally 
provide shareholders with the basis for 
demanding a change in corporate policy or 
personnel, the main value of informative 
statements to the investing public comes 
from their use in making investment de- 
cisions and in establishing sound, competi- 
tive prices for corporate securities. Finan- 
cial reports have also helped promoters 
and officials of corporations to secure bil- 
lions of dollars for American industry on a 
permanent basis from several million per- 
sons in this country. Good financial state- 
ments induce private savings into corpo- 
rate treasuries on the best possible terms. 
Far-sighted company officials appreciate 
the fact that the average investor is not 
interested in the shares of so-called “‘mys- 
tery companies.” 

Since good financial reporting is the 
process of communicating complex, inter- 
related business happenings as informa- 
tively as possible, it must be essentially a 
voluntary process. Judging from the march 
of events during the twentieth century, 
the unfortunate alternative to voluntary 
disclosure is enforced disclosure. Enforced 
disclosure focuses attention upon mini- 
mum acceptable reporting, and one of the 
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possibly serious consequences of thinking 
in terms of minimum acceptable reporting 
is a decline in interest in financial reporting 
as a positive and creative process of com- 
munication. The accounting profession 
has, in some respects, been placed on the 
defensive since the organization of the 
Securities and Exchange Commission in 
1934 and the establishment of various rules 
of minimum acceptable reporting by that 
body. Although the level of reporting by 
many corporations has been noticeably 
raised as a direct consequence of SEC 
regulations, there has also been much dis- 
cussion concerned with relatively minor 
matters of statement scope and purpose 
since 1934. In a big portion of this discus- 
sion the basic objective of fuller disclosure 
was avoided as though it were a dangerous 
doctrine. Many accountants have un- 
doubtedly acted the role of advocate for 
clients who, in good faith, did not wish to 
be burdened further with governmental 
regulations and more rigorous standards 
of public disclosure of financial informa- 
tion. Others have believed that the safest 
course in avoiding further regulation was 
to work steadily for full voluntary finan- 
cial disclosure. 


FULL INCOME REPORTING 


For investors the main result of the process 
of income determination is not the amount of 
net income: it 1s the entire income report. 
More broadly, the main objective is a series 
of good income reports, but this result 
automatically obtains when each income 
report is as informative as possible and 
picks up where the previous one left off. 
This primary importance of the entire in- 
come report is almost always assumed in 
discussions of income reporting until the 
question of certain peripheral items of an 
extraordinary or noncurrent nature is con- 
sidered. At this point there are many who 
would narrow the discussion to the unique 
nature and significance of the figure called 
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“net income for the year.’ As a result of 
this concentration upon one item in the 
income report, the conclusion is reached 
that the inclusion of some special gains and 
losses in reported net income would “dis- 
tort” the latter figure. The determination 
of net income for income-tax purposes, 
for example, yields a single figure; but in- 
come determination for reporting purposes 
should not be conceived of as a similar 
process, culminating mainly in an amount 
of net income for the year. The complete 
income report which best indicates the 
significance of all income items recognized 
during a year is the reporting objective 
of the income-determination process. The 
error of too much emphasis upon annually 
reported net income is pointed out by 
Paton and Littleton, as follows: 

The day is past when accounting statements 
must be prepared for the man on the street who 
reads as he runs the last figures at the bottom of 
the income statement and no more. It is now 
necessary to produce statements which lend them- 
selves to study by investment analysts; many 
more persons depend upon analysts’ judgments, 
directly or indirectly, than follow their own un- 
trained interpretation of corporation reports.? 


As these writers state, the emphasis upon 
the amount of current normal earnings 
“cannot be commended if, through the 
obscuring of certain factors affecting earn- 
ings, it involves serious possibility of en- 
couraging misunderstanding of the broad, 
long-run effect of business operation.’ 
The full-scale income report which in- 
cludes all unusual results and long-term 
gains, losses, and adjustments is appro- 
priate in that it gives investors better op- 
portunity and more encouragement to 
evaluate corporate progress in relation to 
non-accounting factors. In considering giv- 
en corporate shares, the rational investor is 
interested in the amount of dividends plus 
or minus the estimated or likely change in 
? An Introduction To Corporate Accounting Standards 


(1940), p. 101. 
Ibid., pp. 100-101. 


the value of the shares during an interval. 
For this purpose all substantial income re- 
sults are relevant. It is the accounting func- 
tion to present the full story; it is then the 
full responsibility of investors to interpret 
the historical accounting information in 
the light of their own estimates of the fu- 
ture prospects of various companies and 
their own desires to save or consume. 

Regardless of the fact that certain non- 
recurring income items have been mis- 
interpreted in the past, it does not follow 
that it is an accounting function to omit 
material items from reported income for 
the purpose of improving the security- 
valuation process. The SEC, in pressing 
for fuller disclosure from large corpora- 
tions, has regularly criticized this practice 
of excluding special income items from the 
income report. A recent study by the SEC 
brought forth, from its chief accountant, 
the conclusion that this practice is based 
upon non-accounting considerations: 

There now exists no generally agreed upon ac- 
counting criteria as to when an item may properly 
be excluded from the income statement. I do not 
say that practice is hit-or-miss, but that the effec- 
tive considerations do not appear to have been 
accounting considerations. ... Practice in this 
field is so devoid of any unifying principle, as to be 
readily susceptible of misuse and misunderstand- 
ing to the very probable detriment of investors 
not expert in accounting matters.‘ 


Hoxsey, as an official of the New York 
Stock Exchange in the 1920’s, made a 
number of pleas for full disclosure to in- 
vestors in financial statements.’ The fol- 
lowing is typical: 


4 William W. Werniz, “Recent Developments in Ac- 
counting,” AccoUNTING Review, April, 1947, p. 140. 
5 The listing requirements of the New York Stock 
Exchange for investment trusts are clearly indicative of 
reference for full, all-inclusive income statements. The 
ollowing is part of these requirements in 1930: “A com- 
prehensive and detailed statement of earnings and sur- 
plus shall be prepared and published within thirty days 
after the close of each annual fiscal period. . . . The In- 
come Account shall include all revenue, as well as all 
losses, from whatever source derived.” J. Edward 
Meeker, The Work of the Stock Exchange (New York: 
The Ronald Press Co., 1930), pp. 571-572. 
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Value is a matter of personal judgment... the 
exchange recognizes its responsibility to provide 
the investor with means of arriving at a judgment 
of value for himself and to afford him such pro- 
tection as lies within its power as to the accuracy 
and completeness of the available information 
with respect to listed corporations.® 


Here the function of accounting to supply 
information is clearly distinguished from 
the function of the stock market to value 
securities. 

The limiting of financial statements to 
dependable historical data means that 
present and prospective stockholders rath- 
er than accountants have the responsibil- 
ity of making enterprise valuations. This 
restriction of reports to the historical point 
of view also means that present and pro- 
spective stockholders have to estimate the 
change in the value of shares for appro- 
priate intervals. This process of valuation 
is a personal matter, involving preferences 
as between consumption and saving, con- 
sideration and comparison of future pros- 
pects of alternative investment oppor- 
tunities, and perhaps a deduction for taxes 
payable if certain holdings should be real- 
ized at a gain. Thus, investors in corporate 
shares perform the final step of corporate 
income reckoning for themselves, in decid- 
ing whether to hold, buy, or sell these 
shares. It is to a large extent this difference 
between corporation net income from the 
company point of view and the same in- 
come from the investor point of view that 
makes the principle of disclosure a basic 
matter for corporate financial statements. 


SELECTIVE INCOME REPORTING 


In sharp contrast with the all-inclusive 
conception of income reporting is the 
“selective” doctrine that extraordinary 
and noncurrent income items of substan- 
tial amount may distort reported income 


® Statement by J. M. B. Hoxsey, cited in Humphrey 
B. Neill, The Inside Story of the Stock Exchange (New 
York: B. C, Forbes & Sons Publ. Co., 1950), pp. 324- 
325. 


if included in it. The advocates of this 
selective view treat it as a social responsi- 
bility of the accounting profession to shield 
investors who neither understand financial 
statements nor take the trouble to rely 
upon others who do. This paternalistic 
attitude shows a disinclination to recom- 
mend the obvious alternative, namely, the 
issuance of much more informative income 
and position statements. As will be dis- 
cussed later, this conception of corporate 
reporting emphasizes the avoidance of 
misleading and distorted financial state- 
ments—or, in other words, “fair’’ instead 
of “fuil”’ statements. 

Since the 1930’s proponents of selective 
income reporting have stressed the matter 
of making the figure called ‘‘net income” 
or “net income for the year” as significant 
as possible. One of the well-known practi- 
tioners who participated in the issuance of 
Accounting Research Bulletin No. 32 says, 
of the selective reporting concept favored 
in this bulletin, that “not the least factor 

.. was the desire to arrive at a single 
figure of net income which would have 
maximum significance.”’ Another leading 
accountant writes that professional ac- 
countants “feel an obligation to make the 
figure [of net income] as significant as 
possible in the case of the corporations for 
which they are responsible.”’* And still an- 
other well-known accountant, with net 
income in mind, calls the all-inclusive view 
a detracting influence: “I regard the all- 
inclusive argument as a dangerous doc- 
trine and believe that its persistence has 
had a strong deterrent effect on progress 
toward a sharp determination of earn- 
ings.”® The above remarks all appear in 
discussions of the reporting problem—not 
in discussions of the appropriate occasion 


7 Samuel J. Broad, “Recent Efforts to Increase Sig- 
nificance of Net Income,” Journal of Accountancy, May, 
1950, p. 377. 

8 George O. May, Financial Accounting, p. 244. 

® George D. Bailey, “Concepts of Income,” Harvard 
Business Review, November, 1948, p. 681. 
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on which to recognize income charges or 
credits and how to measure them. 

In discussions concerned with making 
“net income’’ as significant as possible, it 
has frequently been overlooked that the 
only way to make any amounts in the in- 
come statement as significant as possible 
is to make all parts of the entire financial 
report as clear and informative as possible. 
“Net income for the year” is usually 
aflected by abnormal factors and fluctuat- 
ing business conditions; and as often as 
not “net income and special items”’ (if it 
appears) is fully as important as the net 
income from typical activities. Moreover 
neither of these final figures can be particu- 
larly meaningful unless associated with 
other pertinent data in the financial state- 
ments for the period and perhaps for sever- 
al preceding periods. Finally, the inclusion 
of all income items in reported income 
avoids the unsound suggestion that cer- 
tain special items of income may well be 
discounted 100 per cent by investors. 

One feature of selective income reporting 
which implies that the figure of net in- 
come has unique significance is the separate 
statement of retained earnings for unusual 
income items and distributions of earnings 
tostockholders. If greater interest is shown 
in the future in more integrated reporting 
of income, this sharp segregation of some 
income events from the remaining income 
events should quickly disappear. The 
above considerations support the unified 
reporting of all income events in a single 
income report each year; they also support 
the idea that reported net income—the 
most important single figure in the income 
report—should as a general rule be all- 
inclusive. For when income statements 
meet a high standard of disclosure it be- 
comes the responsibility of investors to dis- 
count as they see fit any special portions 
of recorded and reported net income. 

One broad objective of all leading ac- 
counting organizations in the country 


might well be the following: to attain 
voluntarily standards of corporate dis- 
closure in published financial statements 
which are at least as informative as those 
required by statute of large, publicly-held 
corporations. Accountants are by no means 
agreed upon such an objective. The lack 
of agreement is not solely a matter of what 
constitutes informative disclosure; this 
lack of agreement, as has been suggested 
above, extends to the question of whether 
extensive financial disclosure is prudent 
and desirable as a basis of public reporting. 
Advocates of selective income reporting 
have directed attention successively to (1) 
the addition to a company’s dividend po- 
tential during a year, (2) the normal earn- 
ing capacity of a company, and (3) earn- 
ings from the typical activities of the cur- 
rent year only as the “area’’ to be covered 
in annual income reports. Selective income 
reporting has indeed been popular since 
the beginning days of modern corporate 
reporting, and various reasons have been 
given to explain it. A point not well noted 
in accounting literature is that this con- 
tinuous popularity of income exclusions is 
a direct result of the reticence of corporate 
officials to adopt and consistently pursue 
a policy of straight-forward accounting dis- 
closure. Practices of the recent past, such 
as those connected with the use of contin- 
gency reserves, earned surplus, and capital 
surplus to absorb all kinds of income items 
and to permit the adjustment of recorded 
income for reporting purposes, originated 
and thrived in an atmosphere of half-dis- 
closure and nondisclosure. The bias toward 
limited and minimum disclosure—even 
after fifty years of remarkable reporting 
progress in the United States—is still 
evident to all observant accountants. 


EFFECTIVE REPORTING AN ESSENTIAL 
PHASE OF ACCOUNTING 


It is occasionally said that reporting 
principles are not accounting principles; 
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and the impression is often given that the 
preparation of financial statements is 
somewhat anticlimactic to the measuring 
and recording of costs, revenues, assets, 
etc. Most accounting textbooks, for exam- 
ple, exhibit this conception of reporting, by 
presenting financial statements which are 
little more than classified transcripts of 
general-ledger account titles. A narrow 
conception of the reporting process must 
be rejected, because accounting is the 
recording and reporting of information.!® 
In general, data which need not be re- 
ported need not be accumulated in the first 
place. In simple terms, financial reports 
and statements are the “product” or “‘fin- 
ished goods” of accounting activity." 
Progress in the various phases of finan- 
cial accounting can be closely related to 
progress in the final reporting phase of 
accounting. For example, the steadily in- 
creasing requirements of published finan- 
cial statements during the twentieth cen- 
tury have been responsible for a good share 
of the interest and improvement in the 
concepts upon which accounting measure- 
ments are based. As business units have 
grown larger and become more complex, 
management has had to rely more and 
more upon accounting reports; and con- 
sequently a variety of administrative ac- 
counting techniques have been devised and 
improved to supply the needed reports. 
In the case of many small businesses, the 
necessity of filing income-tax returns has 
been the immediate reason for keeping 


10 “Accounting strives to measure economic forces in 
financial terms and to communicate the results of such 
measurement to interested parties.” Paton, Dickinson 
Lectures in Accounting, p. 87. 

4 “Tt has come to be widely appreciated that the 
work of the accountant is not confined to recording 
business transactions in systematic technical form and 
does not end with closing entries and balancing opera- 
tions, however perfectly carried out, but comes to real 
fruition in periodic statements and reports distinctly 
purposive in character and so constructed and pre- 
sented as to yield the utmost in significant information 
to management.”’ Paton “Limitations of Financial and 
Operating Ratios,” Accounting Review, September, 
1928, p. 252. 


more detailed accounting records. 

A good illustration of the fact that sound 
reporting induces better accounting prac- 
tices is to be found in a comparison of ac- 
counting progress since 1900 in the United 
States with that in Great Britain. Profes- 
sional accounting in the United States 
was in its infancy at the beginning of the 
century, while in Great Britain professional 
accounting then occupied a preéminent 
position, after fifty years or so of develop- 
ment. Within recent decades American ac- 
countants have undoubtedly taken the 
leading position away from British ac- 
countants. Much of this progress in this 
country is due to the greater appreciation 
shown here for adequate financial report- 
ing. Although nondisclosure by American 
corporations has existed on a large scale, 
it is also true that more appreciation of 
open disclosure of financial information 
has been shown by American corporations 
than by foreign corporations. For example, 
the first periodic financial reports of the 
United States Steel Corporation, published 
in 1901 and 1902, compare favorably from 
a disclosure point of view with the best 
annual reports issued today. It is certain 
that this early high regard for accounting 
as a reporting device, as shown by U. S. 
Steel and a few other leading companies 
at the beginning of the century, con- 
tributed directly to the rapid progress of 
financial accounting in the United States.” 
In contrast, British professional account- 
ants have until very recently looked upon 

12 “The first evidence of recognition on any consider- 
able scale of an obligation to give to stockholders of 
American corporations a substantial amount of informa- 
tion in regard to their investment may be said to have 
come about in the first days of the present century. All 
authorities will probably agree that the first full report 
of the United States Steel Corporation, which was for 
the year ending December 31, 1902, was a landmark in 
the history of this development. The great importance 
of the corporation and the public discussion which its 
report evoked gave wide influence to its example. In the 
course of the next twenty years, while there were some 
conspicuous exceptions, corporations whose securities 
were listed on the public market tended to give more 


and more information to stockholders and the public.” 
George O. May, Fi 4al Accounting, p. 54. 
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the annual audit as a means of guarding 
stockholders’ interests, without placing 
any strong emphasis upon disclosure as 
the objective of the financial statements. 


‘PAIR’? VERSUS “‘FULL’’ REPORTING 
IN GREAT BRITAIN 


Verification of corporate accounts by 
professional auditors first came into promi- 
nence during the 1840’s in Great Britain 
“as a means,” according to Sir Laurence 
Halsey, ‘‘of preventing unscrupulous direc- 
tors from manipulating accounts in order 
to pay excessive dividends and defraud 
investors.’”"* The traditional function of 
independent accountants in Great Britain 
has been to assure stockholders that the 
accounts of a company have been properly 
kept, that dividends have not been incor- 
rectly declared out of corporate capital, 
and that the financial reports rendered at 
annual meetings are not misleading. This 
British view assumes, particularly with 
respect to operating results, that a high 
degree of nondisclosure is proper in order 
to protect a company’s competitive (mo- 
nopolistic?) position. 

Halsey remarks, for instance, that the 
high esteem in which professional account- 
ants are held in Great Britain is a tribute 
to their careful regard for the secret nature 
of much of the information coming to their 
attention.'* The lack of emphasis in Great 
Britain upon income reporting is also noted 
by this authority, in part as follows: 

8 Dickinson Lectures in Accounting, p. 59. 

4 “Tn the course of his work as auditor, the account- 
ant becomes the repository of many business secrets, 
and it says much for the integrity of successive genera- 
tions of the profession that businessmen have learned to 
trust their secrets to the auditors of their companies 
without fear. But the auditor has not only to en- 
dowed with discretion; he must also possess a critical 
judgment if his report is to be of value. He has to weigh 
up the ascertained facts and judge whether the picture 
presented is on the whole a true one. In his report he 
may, in order to complete his picture, have to supple- 
ment the information which the directors are prepared 
to publish to their shareholders, but usually, where he 
feels it to be essential that further facts should be made 
known, he will be able to persuade directors to make the 


disclosures themselves.’”’ Dickinson Lectures in Account- 
ing, p. 63. 
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The usual form of audit report. . . contains, 
for example, no specific reference to the profit and 
loss account, and there is no statement such as 
that to which you are now accustomed in the 
United States to the effect that the accounts have 
been prepared on the basis of accounting princi- 
ples consistently maintained . . . the professional 
auditor is trusted to qualify his report if he finds 
any matters concealed in the accounts laid before 
the shareholders which result in the accounts’ 
failing to give a fair picture of the position and re- 
sults of the company’s transactions." 


Briefly, the traditional British view has 
been that financial statements to stock- 
holders should not be misleading rather 
than that they should be really informa- 
tive. This distinction is of interest because 
of its similarity to the American view, as 
expressed in Accounting Research Bulletin 
No. 32 of the American Institute of Ac- 
countants, that the avoidance of mislead- 
ing inferences justifies the exclusion of cer- 
tain substantial income items from a cor- 
poration’s income report. However, it 
should be noted that the Companies Act 
of 1947 contains certain requirements 
which emphasize better disclosure of in- 
come results as a primary function of an- 
nual statements. This Act requires that 
the income statement or related notes of 
public companies must disclose ‘any ma- 
terial respects in which any related items 
shown in the profit and loss account are 
affected (a) by a transaction of a sort not 
usually undertaken by the company or 
otherwise by circumstances of an excep- 
tional or non-recurrent nature; or (b) by 
any change in the basis of accounting.”’® 

Concerning one of the points mentioned 
above, there is no question that the auditor 
has a professional duty not to divulge 
financial details coming to his attention. 
This duty, however, is not related to the 
standards that should prevail in published 
financial statements. The advocates of 
“full disclosure” believe, of course, that 

8 Tbid., p. 61. 


16 F. Sewell Bray, The Measurement of Profit (Lon- 
don: Oxford University Press, 1949), p. 44. 
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financial reports are most useful socially 
when they disclose openly the profitability 
and unprofitability of the various areas of 
business activity, so that the benefits of 
more effective competition may be felt 
by the entire economy. 


AVOIDING MISLEADING INFERENCES 


Several references have already been 
made to the general idea that published 
financial statements should avoid mislead- 
ing inferences. This proposed standard 
must be considered, because it has been 
frequently mentioned in discussions of 
income reporting which conflict with the 
all-inclusive point of view. In fact, the 
avoidance of misleading inferences in in- 
come reports may be called the leading 
alternative to the full-disclosure criterion.” 

The difference in this case is succinctly 
expressed ley George O. May in the state- 
ment that “fairness in the presentation of 
an income account is even more important 
than fulness.”** May bases this judgment 
on such considerations as the importance 
of a firm’s long-run earning capacity, the 
limitations of periodic income measure- 
ments, and the questionable prudence of a 
policy of full disclosure. He describes, as 
follows, the emergence during the present 
century of the obligation of large Ameri- 
can industrial corporations to issue finan- 
cial reports: 

If corporations took steps such as listing securi- 
ties on stock exchanges in the expectation that 
their securities would be freely held, bought, and 
sold by persons w ho were not in the councils of the 


17 In these pages the terms “full disclosure’ and 
“adequate disclosure’ have generally been avoided, be- 
cause they may be used to qualify and detract from the 
positive meaning of the basic term “disclosure.’”’ For 
example, “adequate disclosure” has often been used to 
refer to minimum acceptable disclosure, according to 
standards prevailing in given circumstances; and “full 
disclosure” has often been used to describe indirect and 
vague ways of making important information available. 
“Disclosure” seems to describe well the purpose of good 
reporting, namely, the clear and accurate presentation 
of all information of potential importance to persons for 
whom the report is prepared. 
'8 Twenty-Five Years of Accounting —” 
Vol. I, p. 58; see also, Zbid., Vol. II, pp. 51- 
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enterprise, it was not unreasonable to insist that 
published accounts ought to be so framed as not 
to be misleading to those who were buying or sell. 
ing these securities. Certainly, also, accounts 
should be made reasonably informative. The 
wholesale conversion of private enterprises into 
the new form that took place during the first three 
decades of the century forced recognition of these 
aspects of corporation reports.'® 


Making published financial statements 
“not misleading” is here placed ahead of 
making them “reasonably informative,” 
and making financial statements as in- 
formative as possible is not mentioned. 
Avoidance of misleading inferences fea- 
tures prominently in Accounting Research 
Bulletin No. 32, in connection with the 
recommending of the current-operating- 
performance conception of the income 
statement. According to this bulletin, the 
advocates of this view 
. consider it self-evident that management 
and the independent auditors are in a stronger 
position than outsiders to determine whether 
there are unusual and extraordinary items which, 
if included in the determination of net income, 
may give rise to misleading inferences with re- 
spect to current operating performance.”° 
. . point out that a charge or credit in a ma- 
terial amount representing an unusual item not 
likely to recur, if included in the computation of 
the company’s annual net income, may be so dis- 


torting in its results as to lead to unsound judg- | 


ments with respect to the current earning per- 
formance of the company.”! 


Five kinds of noncurrent and extraordi- 
nary income items are then recommended 
for exclusion from income reported to 
stockholders ‘‘when their inclusion would 
impair the significance of net income so 
that misleading inferences might be drawn 
therefrom.” 

In each of the above quotations from 
Bulletin No. 32 it may be noted that the 
avoidance of misleading inferences is dis- 
cussed only with regard to the figure of 


19 Financial Accounting, 
20 Pp. 261-262. 

21 262. 

2 P, 263. 


pp. 53-54. 
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net income. In recommending this selective 
view of proper income reporting, the com- 
mittee turned down the all-inclusive phi- 
losophy that the best way to improve pub- 
lic understandability of corporate reports 
is to include all income items recognized in 
reported net income. It is here implied 
that corporate officials and independent 
accountants can best avoid misleading 
inferences and discharge their reporting 
responsibilities by turning their attention 
to clear and complete income reporting. 
The emphasis upon the avoidance of mis- 
leading inferences in this bulletin has all 
the marks of being a justification of the 
status quo with respect to the level of 
public disclosure of financial data. It is a 
negative rule supporting minimum and 
customary disclosure; it is suitable, for 
example, to the case of a corporation whose 
officials refuse to report sales volume and 
other important financial information to 
stockholders. 

The effect upon income-reporting con- 
cepts of the actual level of public disclosure 
prevailing in given circumstances must 
again be considered. Early in the twentieth 
century, when the general level of dis- 
closure was low, the avoidance of mislead- 
ing inferences was doubtless an important 
standard. In 1910 or 1915, for instance, 
independent accountants are known to 
have felt a special responsibility in con- 
nection with computations of earnings 
available for dividends. This was at a time 
when many corporations did not issue in- 
come statements and thereby forced in- 
vestors to rely mainly upon dividend data 
in estimating the value of their shares. 
That corporate income was for a period of 
years closely associated with the amount 
available for dividends is undoubtedly a 
reflection upon the quality of income re- 
porting then prevailing. In this connection, 
the practice of excluding nonrecurring and 
so-called “capital” gains and losses from 
the dividend base probably did help to 
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keep dividends and security prices some- 
what in line with average or normal past 
earnings. But the important point is that 
these exclusions and the need to avoid 
misleading inferences were appropriate 
because the level of financial disclosure 
was low. 

Formerly, in instances in which compa- 
nies had “secret reserves’’—either to avoid 
indirect disclosure of periodic operating 
results or to add stability to reported in- 
come—independent accountants recog- 
nized an obligation to stockholders to 
ascertain that the published statements 
were not distorted or intentionally mis- 
leading. Certainly, wherever gross revenue, 
cost of goods sold, or other major operating 
and nonoperating items are not separately 
shown, the independent accountant who 
verifies the statements has an added obli- 
gation to insist that such statements not 
be misleading. It is easy to understand how 
it might be judged necessary, under cir- 
cumstances of poor disclosure, to omit 
extraordinary items or to include some 
noncurrent items, depending upon the 
situation, in order to keep the meager 
amount of information published from 
suggesting unwarranted conclusions. In the 
above situations involving a policy of 
limited disclosure on the part of corpora- 
tion officials, the independent practitioner 
has coped with this problem in a manner 
designed not to conflict with the client’s 
wishes. He has not insisted upon full dis- 
closure, either because he had no authori- 
tative basis for it or because he, too, had 
a predisposition toward nondisclosure. 


STANDARDS OF REPORTING 


Nowadays the unqualified report of a 
certified public accountant attached to a 
set of financial statements vouches for 
the following: (1) that accepted accounting 
principles have been employed, (2) that 
these principles are consistent with those 
employed in the preceding year, and (3) 
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that the statements are a fair presentation 
of the financial information involved.” 
These three points were formally approved 
by the membership of the American Insti- 
tute of Accountants in 1948 as “standards 
of reporting.” Of these three, only the 
third pertains to disclosure in financial 
statements, and it is represented in the 
accountant’s report in the assertion that 
the financial statements “present fairly” 
the financial position and the results of 
operations. 

Much more progress has been made dur- 
ing the last twenty years in the consistent 
use of acceptable methods of measuring 
financial facts than in the reporting of 
those facts. Little has been done to give 
any sharp or positive meaning to this 
third important standard of presenting 
accounting information as fairly as possi- 
ble. In fact, the wording of this standard, 
as approved and adopted by the American 
Institute of Accountants, is such as not to 
impose any definite professional obligation 
with respect to financial disclosure. The 
first two standards are positive statements 
which read: 


1. The report shall state whether the financial 
statements are presented in accordance with gen- 
erally accepted principles of accounting. 

2. The report shall state whether such princi- 
ples have been consistently observed in the cur- 
rent period in relation to the preceding period. 


In contrast, this third standard is a vague 
and negative statement, reading as follows: 


3. Informative disclosures in financial state- 
ments are to be regarded as reasonably adequate 
unless otherwise stated in the report. 


The last statement is no standard at all. 
Only brief reference is made to this third 


% “The primary purpose of an examination of finan- 
cial statements by an independent certified public ac- 
countant is to enable him to express an opinion as to the 
fairness of the statements, their compliance with gen- 
erally accepted accounting principles, and the consist- 
ency of the application of those principles with that of 
the preceding period.”” American Institute of Account- 
ants, Codification of Statements on Auditing Procedure 
(1951), p. 11. 

* Tbid., pp. 9-10. 
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point in Audits By Certified Public Ac. 
countants; this publication suggests that 
disclosure is adequate when the statements 
are informative enough to keep them from 
being misleading.” 

The three “standards of reporting” 
recognized by the Institute refer to the in. 
dependent accountant’s report (or “certifi. 
cate”), not to the entire financial report 
that is sent to stockholders. Actually, only 
the last of these three standards directly 
relates to financial reporting as it is dis. 
cussed in these pages. The first two stand- 
ards above are, of course, essential to good 
reporting; but they are concerned directly 
with the recording or measuring of finan- 
cial data rather than with the reporting of 
such data in financial statements. 

It therefore seems fair to conclude that 
there is no accepted general standard of 
reporting other than that statements 
should not be misleading. Without de- 
manding the impossible, and without being 
so impractical as to insist upon the publi- 
cation of detailed, confidential operating 
information which would be of little value 
to investors and the public generally, it 
would seem desirable that accountants 
should recognize the weakness of the nega- 
tive criterion that financial statements 
should not be misleading and replace it 
with a positive reporting standard. In the 
words of Maurice H. Stans, financial ac- 
counting now needs “codified standards of 
adequate disclosure which recognize the 
invalidity of any type of statement which 
fails to tell a full and clear story.”* Such 

% “Tn his report, the CPA states whether the finan- 
cial statements are presented in accordance with gen- 
erally accepted accounting principles and whether the 
principles have been consistently observed during the 
current period in relation to the preceding period. The 
CPA’s responsibility relates not only to the propriety of 
that which is set forth, but also to the inclusion of such 
additional information as may be necessary to make the 
statements not misleading. If disclosures in the financial 
statements relating to items of material importance are 
not reasonably adequate, he clarifies these matters in his 
a American Institute of Accountants (1950), pp. 

6 “How New Standards of Financial Reporting 


Grow From Social Responsibility of Accountants.” 
Journal of Accountancy, August, 1948, p. 105. 
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a standard could be counted upon to in- 
crease the value of corporate reports to 
the public and strengthen the confidence 
of the public in the reported data. 

One of the first steps in attaining fuller 
disclosure in income reporting might well 
be the elimination of all forms of selective 
reporting. In the past the avoidance of 
misleading inferences has been used to 
establish the boundaries of income report- 
ing. Full disclosure—of accounting meth- 
ods as well as accounting results, where- 
ever helpful—is the obvious accounting 
manner of averting misleading inferences. 
If disclosure is the objective of corporate 
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reports, about the most that can be said 
for avoiding misleading inferences and 
“distorted” financial statements is that 
it is a valid admonition not to lose perspec- 
tive in the process of condensing the ac- 
counting data for an entire year into a set 
of financial statements for the public. 
Wherever excellent reporting exists—as, 
for example, in the annual reports of 
General Motors Corporation—the all-in- 
clusive principle can undoubtedly be em- 
ployed without fear that misleading infer- 
ences will arise when extraordinary and 
noncurrent items of material amount are 
included in reported income. 
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REVALUATIONS OF FIXED ASSETS 


J. FRED WESTON 
Associate Professor, University of California at Los Angeles 


HE MAGNITUDE of the war and post- 
war changes in the general price 
level has aggravated difficulties of 
accurate and unambiguous income meas- 
urement. Wide attention has been given 
to the extent to which recognition should 
be given to changed prices of assets in the 
determination of a base for calculation of 
depreciation charges. 

If a change in the general price level 
were the sole cause of changed asset prices 
in current dollars, and if the changed asset 
price level parallels closely the general 
price level change, “current cost of an 
asset with an equivalent economic service 
potential” could be calculated by the use 
of appropriate price and cost indexes.’ 
However, some accountants object to 
this procedure on theoretical grounds. 
Some hold the judgment that the disper- 
sion in price structures associated with 
changes in the general price level makes 
the application of general price level in- 
dexes inappropriate for adjusting the 
price of fixed assets; further, that the con- 
struction of adequate special price in- 
dexes would be too difficult and expensive. 

In addition, if it is acknowledged that 
the income statement requires recognition 
of changes in values of assets which are 
caused by general price level changes, 
changed asset values caused by other 
dynamic elements in the economic system 
should also be reflected. Asset values 
may and do change for a host of causes 
other than general price level fluctuations. 
Changes in the tastes or buying habits 
of the public will cause expansion of sales 

1 For a detailed exposition of the use of indexes to 
attempt to approximate current costs, see W. J. Gra- 
ham, “The Effect of Changing Price Levels upon the 


Determination, Reporting and Interpretation of In- 
come,” ACCOUNTING REVIEW, January, 1949, pp. 21-24. 


in some industries relative to others. Con- 
sequently, the values of plant, machinery, 
land, retail outlet locations, equipment, 
will rise in some industries, decline in 
others. Fluctuations in the level of the 
national buying will likewise have unequal 
effects upon sales and property values for 
different firms. The development of new 
products, new machinery, new techniques 
of production and distribution—the many 
manifestations of technological changes— 
result in rises in the values of some assets, 
declines in the values of others. These 
changes in the economic structure produce 
asset value changes which are much more 
difficult to measure than changes induced 
by general price level movements. But 
consistency requires that accounting which 
seeks to reflect current costs should take 
into account both types of influences.’ 
Some practical and theoretical aspects of 
implementing economic principles of asset 
valuation are considered in this paper. 

By disavowing attempts to present cur- 
rent values in balance sheets, accountants 
have protected themselves from the charge 
that they have failed to value assets prop- 
erly. But if accountants are successfully 
accomplishing their objective with respect 
to balance sheet presentations, can it be 
said that they have the appropriate ob- 
jective? Further, the implications for pro- 
viding usable income statements are even 
more significant.* 

2 This distinction and some of its implications are 
considered in John E. Kane, “Structural Changes and 
General Changes in the Price Level in Relation to Fi- 
nancial Reporting,” ACCOUNTING REviEw, October, 
1951, pp. 496-502. 

* Other aspects of the issue are discussed by A. C. 
Littleton and George O. May in papers on the “Signifi- 
cance of Invested Cost,” AccounTING Review, April, 
October, 1952 and January 1953. See also Paton, W. A. 


and Paton, W. A., Jr., Asset Accounting (New York: 
Macmillan, 1952) Chapters XIV-XVI. 
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VALUATION PRINCIPLES 


Changes in the values of some kinds of 
assets may readily be determined. If the 
asset is not a special type, there may be 
current market quotations available or 
information on current rental values. If 
it is a unique type, the value problem be- 
comes complex. If there has been recent 
construction of the special assets, present 
reproduction costs may be estimated with 
a high degree of accuracy. But there may 
not have been recent construction of this 
type. 

Further, current replacement cost may 
not be identical with current value. When 
value exceeds reproduction costs, accord- 
ing to economic theory, under conditions 
of perfect competition, additional units 
will be built. The output of the additional 
supply reduces the net return of all units; 
costs of producing the additional units may 
rise. These two influences will finally 
result in the equality of value and repro- 
duction cost. If reproduction costs exceed 
value, adjustments in the reverse direc- 
tion will take place. 

However, there may be sustained transi- 
tion periods when there is a divergence 
between the two. Furthermore, value 
changes are more dynamic than cost 
changes. This differential fluidity will give 
rise to differences at a moment of time. 
indivisibility of resources may make pro- 
duction of additional assets unfavorable, 
so that value is continuously above repro- 
duction cost. Monopolistic elements may 
result in a divergence between value and 
reproduction costs. 

If values cannot be determined from cost 
or rental data, or through the use of gener- 
al or special indexes, then some type of 
appraisal must be made. Professor Bon- 
bright, in his exhaustive study, concluded 
that valuation depended upon the purpose 
of the valuation, that there are no general 
principles by which valuations can be es- 
tablished, and that valuation is best 
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accomplished by the estimations of a group 
of impagital experts.‘ Bonbright’s recom- 
mendations represent a realistic treatment 
of a tremendously complex problem. Fun- 
damentally, valuation involves an estimate 
of the future. But the world and the eco- 
nomic system are dynamic. Some future 
events can be predicted with a high degree 
of certainty, but the analysis of the be- 
havior of economic variables has not yet 
yielded a system of relationships which 
can be used to know the future for a specif- 
ic business firm or capital asset. The sys- 
tem of economic relationships is con- 
tinuously changing. Valuation is a product 
of the economic system—of the operation 
of the price system. Transactions record 
values. Values exist. 

Valuation, therefore, by necessity re- 
quires a forecast of the future. Forecast- 
ing is inherent in the valuation process. 

Admittedly, the technique of economic 
forecasting has not achieved a high degree 
of perfectibility. On the other hand, to 
carry on business activities in a changing 
economic environment by necessity in- 
volves forecasting of future conditions. 
In fact, the very act of not making an 
explicit forecast involves a forecast of a 
very definite nature. It presumes that the 
present will be projected into the future, 
that the future will be the same as the 
present situation. In view of the long rec- 
ord of continuous changes in the economy, 
this is the only type of forecast that can 
be evaluated immediately at the time it is 
made; there is a very high degree of prob- 
ability that such a forecast will be invari- 
ably erroneous. 

For many uses by management and the 
public, the measurement of the rate at 
which economic values of assets are used 
by the firm requires a current valuation of 
assets. Revaluations of assets are, there- 


4 J. C. Bonbright, The Valuation of Property, 2 vols. 
(New York: McGraw-Hill Book Company, Inc., 1937), 
summarized on pp. 1166-1190. 
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fore, required when the changed economic 
structure has resulted in changed asset 
values. This is not to imply that account- 
ants should become appraisers. The recom- 
mendation is that accountants should be 
aware of changes in values of assets that 
are caused by other than general price 
level changes. To enhance the usefulness 
of accounting reports would require that 
they include recognition of these changes. 
In appraisals that would he the conse- 
quence of such changes in va.ues and whose 
purpose would be to present more correct 
statements of values, the accountant, be- 
cause of his familiarity with many of the 
special items which would be considered 
in accomplishing such appraisals, would 
undoubtedly have an important advisory 
role to perform. In this area of his activity, 
the accountant would probably not be 
guided by specific procedures, but would 
be guided by principles which would be 
applied by him in conjunction with a 
generous use of subjective judgment. In 
the performance of such activities the ac- 
countant would be engaging in activities of 
the nature of those which distinguish the 
other professions. 

This paper will not attempt to enumer- 
ate the specific procedures which should 
be followed by appraisers and account- 
ants in evaluating assets.® The difficulties 
involved are substantial and will not yield 
to a brief analysis. However, one principle 
of importance may be set forth. In arriving 
at valuations, inevitably subjective judg- 
ment must be exercised. It has been found 
useful in other areas to quantify all sub- 
jective elements of the broader decision 
that is made. By assigning objective values 
to subjective judgment, a record of judg- 
ment is set down. This record may sub- 


5 Some of the procedural aspects have been dealt with 
by Ralph C. Jones, “Effects of Inflation on Capital and 
Profits,” Journal of Accounting, January, 1949, pp. 9- 
27; also by Albert L. Bell, “Fixed Assets and Current 
ACCOUNTING REVIEW, January, 1953, pp. 44- 
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sequently be used as a basis for evaluating 
and improving the exercise of judgment, 
Quantification does not supersede the use 
of judgment, but improves its exercise. 

The preceding discussion of valuation 
principles and problems has not been ori- 
ented to either specific assets or to the val- 
uation of the combined assets of a firm as 
an “organic whole.” The application of the 
economic principles of valuation at the dis- 
counted value of future earnings, to the 
valuation of specific assets, however, would 
be extremely difficult. Data are not usually 
available for earnings from specific assets 
since they are used in conjunction with 
other factors of production. Since ‘‘net in- 
come”’ is computed for the economic en- 
tity, or possibly for departments, this gives 
rise to the problem of imputing values to 
specific assets, assuming that a “correct” 
valuation of the total assets of the enter- 
prise has been achieved. This, in turn, 
raises complex problems. To impute values 
it would be necessary to have detailed 
cost accounting data on productivity of 
specific assets. In practice these data 
would be difficult to assemble. 

The problem of imputation is seen clear- 
ly in connection with identifying the source 
of differential earning power. If differen- 
tial earning power of a firm is due to the 
possession of specific assets, theoretically 
the specific assets will rise in value. Con- 
sequently, their replacement cost should 
rise (with the reservations previously cited 
above). If the differential earning power 
of the firm is due solely to “efficient man- 
agement,” salary payments to managers 
would rise and asset values would rise to 
the extent that their use in conjunction 
with other factors of high “efficiency” 
made them more valuable than assets used 
in less favorable combinations. 

® This technique has achieved conspicuous success in 
the field of mortgage lending. Cf. material developed by 


the Federal in connection with 
pooeeny and neighborhood appraisals and material for 
evalua 


ting risks associated with mortgage lending. 
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Revaluations of Fixed Assets 


OBJECTIONS TO THE ADOPTION OF THE 
ECONOMIC PRINCIPLE OF ASSET 
VALUATION 


Revaluation of Fixed Assets 


A review of the problems associated with 
valuation of fixed assets indicates that if 
practical operational procedures could be 
developed for achieving appraisals that 
were reasonably reliable, there are con- 
sistent principles for dealing with subsidi- 
ary problems. This suggests the major ob- 
jection to attempting to establish a valua- 
tion basis which would provide for the 
current replacement of the outward flow 
of services. What is sound in principle and 
a practical necessity for sound operating 
decisions is not attainable because of 
insuperable procedural difficulties. This 
is the strongest bulwark in defense of the 
orthodox accounting position of valuation 
on the basis of historical cost. 

The weakness in the “practical” argu- 
ment that valuation on a basis other than 
historical cost cannot be estimated accu- 
rately is the fact that revaluations are 
nevertheless performed. Table 1 presents 
data on asset revaluations compiled from 
a sample of 272 large industrial corpora- 
tions by Fabricant. The data are surprising 
since the cyclical increase of write-ups in 


TABLE 1 


WritE-urSs AND WRITE-DOWNS OF PROPERTY, PLANT, 
AND EQuieMENT, 1925-1934: 272 LARGE 
INDUSTRIAL CORPORATIONS* 


(Unit: $1,000) 

Year Write-ups Write-downs Net Write-ups 
1925 28,309 12,813 15,496 
1926 65,944 24,356 41,588 
1927 23,248 16,432 6,816 
1928 26,255 68,429 — 42,174 
1929 14,359 128,578 —114,219 
1930 24,392 16,723 qj 
1931 5,924 194 , 686 — 188,762 
1932 23 251,468 —251,445 
1933 134 117,315 —117,192 
1934 17 117,426 —117,349 
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prosperity and write-downs in depression 
are not as pronounced as would be ex- 
pected on a priori considerations. A partial 
explanation may be found in the following 
considerations. It is especially in periods 
of prosperity that consolidations and com- 
binations take place. What might other- 
wise give rise to a write-up of assets is 
reflected in gains on sales of capital assets.’ 
On the other hand, in depressions business 
failures may diminish the amount of formal 
devaluations. 

Nevertheless, the magnitude of write- 
ups and write-downs reflected in accounts 
was important. Table 2 expresses the rela- 
tionship of write-ups and write-downs in 
the period, 1925-1934, to the net book val- 
ue of assets in 1934 for 208 corporations. 


TABLE 2 


TOTAL AND ANNUAL RATE OF WRITE-UPS AND WRITE- 
Downs, 1925-1934, nv RELATION TO Net Boox 
VALUES OF CORRESPONDING ASSETS IN 
1934 ror 208 


(As percentages of net book value of assets) 


Average Average 


Average Average Annual Annual 
Write- Write- Rate Rate 

ups downs Write- Write- 

ups downs 

Property, Plant 

& Equipment 2.76 10.44 .28 -04 
Intangibles 16.23: 93.56. 1:62. 9.36 
Investments 18.45 16.50 1.84 1.65 


* Source: S. Fabricant, “Revaluation of Fixed As- 
sets, 1925-1934,” Bulletin 62, December 7, 1936, 
National Bureau of Economic Research, p. 3. 


The influence of write-downs of intangibles 
was considerable, 9.36 per cent per annum 
of net book value of assets. While the rates 
are smaller for the other items, relative 
to percentages of net book value of assets 
represented by depreciation charges and 
net income, even on a per annum basis 
their influence was appreciable. Further, 
they exert an important cumulative effect 


_ * Source: S, Fabricant, Capital Consumption and Ad- 
jusiment (New York: National Bureau of Economic 
Research, 1938) p. 213. 


7S. Fabricant, Capital Consumption and Adjustment 
(New York: National Bureau of Economic Research, 
1938), p. 230. 
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on book values.*® 

Additional evidence indicating that re- 
valuations take place despite the injunc- 
tions of accounting orthodoxy is provided 
by the study of the American Institute of 
Accountants. A study of five hundred 
published balance sheets for 1938 showed?: 


Of the 500 balance sheets, 480 contained one or 
more property items to the number of...... 562 


Of these 562 property items: 
Number described as at cost, at cost less re- 


serves, or acquisition values............... 251 
Number described as appraised or revised val- 
ues—in various forms.................... 135 
Other captions (most frequent being ‘book 
No basis of valuation indicated.............. 101 
562 


Thus it appears that in at least one- 
fourth of the cases assets were carried 
at appraised or revised values. 

Inconsistent with the general disapprov- 
al of asset valuations, is the accountant’s 
acquiescence to ‘“quasi-reorganizations.”’ 
It receives approval because it is a “‘for- 
mal, controlled means by which recorded 
data may be restated” and ‘“‘is to be re- 
sorted to only in unusual circumstances.’ 
In essence, this is ritualized revaluation. 
It is still revaluation. The attributes 
“formal and controlled” do not meta- 
morphize or disintegrate the complexities 
involved in the revaluation operation. 

But it may be answered that though it 
is acknowledged that revaluations are per- 
formed, “however laudable the motives 
... the results smack of manipulation.’™ 
Such a view reflects the accountant’s 


8 S. Fabricant, “Revaluation of Fixed Assets, 1925- 
1934,” Ibid., p. 3. 

* American Institute of Accountants, Committee on 
Accounting Procedure, Accounting Research Bulletins, 
No. 5 (April 1940), “Depreciation on Appreciation,” 
Appendix A, p. 44. Admittedly, these data are now over 
10 years old; later surveys, however, would undoubtedly 
yield similar results. 

10W. A. Paton, Conlemporary Accounting (New 
York: American Institute of Accountants, 1945) Chap- 
ter 2, p. 2. 

B. Daniels, Financial Statements (Chicago: 
American Accounting Association, 1934) pp. 181-2. 
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suspicion of revaluations because of past 
abuses. 

... The flagrant overvaluation which has 
characterized many appraisals, moreover, has 
played a part in determining the general position 
taken by the accountant, long steeped in the tra- 
dition of conservatism.!? 

It is certainly true that the write-ups 
of the late twenties were often based on 
“new era” expectations or represented 
deliberate misrepresentations. The reluc- 
tance of accountants to participate in pos- 
sible repetitions of such mistakes is readily 
understandable. 

However, criticism of the results “has 
too often taken the unjustified form of 
condemnation of the procedure itself.’ 
Errors of the past should not be permitted 
to paralyze present and future progress. 
If accountants feel that they permitted 
themselves to be unduly influenced by the 
over-optimism and exaggerated hopes of 
the late twenties, they should realize that 
they were the product of their milieu. 
Furthermore, if revaluations are performed 
and accountants must base subsequent 
computations on these revaluations, ac- 
countants should participate in the revalu- 
ations.‘ Improvement in revaluations may 
be secured if attempts are made to develop 
systematic operational procedures for mak- 
ing valuations. Undoubtedly cooperative 
efforts by accountants, economists, and 
statisticians will be required. 

The fundamental issue, of course, is 
whether there is greater likelihood of error 
if value changes are ignored. Since the 
valuation changes are in the direction of 
asset value changes that have actually tak- 
en place, such adjustments even if not 
absolutely correct are likely to reduce the 

2 W. A. Paton, Advanced Accounting (New York: 
Macmillan Company, 1941) p. 232. 

13 G. O. May, Financial Accounting (New York: The 
Macmillan Company, 1943) p. 93. ‘ 

44 Cf. American Institute of Accountants, “‘Deprecia- 
tion on Appreciation,” op. cit. It is held that revalua- 
tions do not represent “good” accounting. But if re- 


valuations are made, subsequent depreciation charges 
will be based upon the new values. 
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magnitude of net error because of the can- 
celling effect achieved. An example will 
illustrate this principle. Assume that an 
asset with an estimated life of five years 
has risen in value from $10,000 to $15,000. 
The annual depreciation charge based on 
original cost would be $2,000; based on 
current costs, the charge would be $3,000. 
To use historical costs involves an error of 
33 per cent of the correct charge. If de- 
preciation is based on an estimated current 
replacement cost of $19,000 the charge 
would be $3,800 per year. The error would 
be 27 per cent of the correct charge. Since 
the revaluation is likely to have a can- 
celling effect on the original error, the esti- 
mate of the change in value may be 199 
per cent of the actual change in value 
without involving an error as large as that 
committed by attempting no revaluation 
at all. 

To estimate the amount of the value 
changes may be difficult. To ignore the 
value changes may lead to seriously erro- 
neous policy decisions. By continuous study 
of the problems of valuations, by experi- 
mentation with and development of tech- 
niques, improvement of the procedures 
may be secured. In this terribly complex 
but highly important problem, the ac- 
countant has a share of responsibility 
which he cannot defensibly disavow. 


Incorrect cost data do not influence price 
policies 

The assertion is sometimes made that 
misstatement of charges for the use of 
equipment or similar elements in cost of 
sales has little significance for the price 
policy of a firm except in “relatively rare 
situations.” Gilman expresses a similar 
view: 

By and large, this entire matter of pricing in 
relation to cost is dependent upon financial rather 
than accounting calculations. Furthermore, rela- 
tively few accountants still believe that produc- 
ton costs as reported by the accountant are of 
primary significance in price setting.® 
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This doctrine implies that cost does not 
influence price. It is granted that the price 
policy of firms, for which the imperfectly 
competitive framework makes it possible 
or necessary to have a price policy, is 
arrived at through a complex and often 
apparently devious process. Economists 
have long disputed the role of cost on price. 
In the short run under conditions where 
the scale of plant (by definition) cannot 
be altered, demand conditions are the 
most important variable influencing prices. 
However, this is not true in a period long 
enough for quantities supplied to be al- 
tered. To say that cost has little influence 
on price is, therefore, to confuse a short 
period analysis with a long period analysis. 

Another consideration relates to the 
number of firms influenced by changes in 
accounting procedures which alter re- 
ported cost figures. If, in an industry in 
which there are many (competitive) firms, 
costs of one firm change, this may have 
little influence on the prevailing market 
prices. However, if the change influences 
the cost data of a large proportion of the 
firms of the industry (this includes the case 
where one or two firms are affected in an 
oligopolistic industry), the cost variations 
are likely to be reflected in price variations. 

Thus the view that changes in account- 
ing procedures which changed reported 
costs would have little influence on prices, 
requires considerable qualification. It is 
true only under a highly restricted set of 
assumptions. Under realistic conditions, 
the revised cost information may be highly 
important to managerial price policy. 


Replacement of different assets or products 


It is sometimes urged that a practical 
objection to the use of current costs is that 
the firm might not wish to produce the 
same assets or products. However, if the 
firm wished to use different assets because 


1S. Gilman, Accounting Concepts of Profit (New 
York: The Ronald Press Company, 1939), pp. 427-8. 
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of the availability of improved equipment, 
this situation would be completely reflected 
in the current costs of existing equipment. 
Presumably, the value of existing equip- 
ment would have declined relative to 
other equipment so that in a period of 
rises in the general price level, the prices 
of this equipment would not have risen 
as much as the general index. The real 
problem would be the one previously dis- 
cussed—estimating the current costs of 
the use of this equipment. 

The argument that the firm may wish 
to produce different products is irrelevant. 
The only question that is raised and which 
appropriate accounting data seek to an- 
swer is how to measure the costs of produc- 
ing a given set of services that are actually 
being produced. Before fixed equipment 
had been committed to the production of 
specific products, costs of operating with 
alternative uses of capital may have been 
of interest. Costs of operations under al- 
ternative uses of capital may also be useful 
in formulating decisions whether to make 
changes. But in making the comparison 
with the present use of resources, the costs 
of producing only the services that are 
being produced is relevant. To urge that 
the firm may wish to produce different 
products raises fundamental questions of 
reorientation of the scope of enterprise 
which are not related to the specific points 
at issue here. 


Value fluctuations are self-cancelling 


Another objection to recognition of esti- 
mated current values in accounting state- 
ments is that deviation from historical 
costs may represent temporary cyclical 
fluctuations which are substantially can- 
celled over a complete cycle. Hence it is 
suggested that there is no need to recog- 
nize changes which are merely transitory. 
Obviously, if economic fluctuations were 
of this nature and if the length of the ac- 
counting period coincided with the perio- 
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dicity of the cyclical fluctuations, the prob. 
lem would not exist. However, practical 
exigencies seem to require accounting re. 
ports of greater frequency than the “natu. 
ral periodicity” of business fluctuations, 

Furthermore, price level fluctuations do 
not follow a symmetrical cyclical pattern. 
Because of the considerable irregularity 
in fluctuations in business activity, there 
is disagreement among “business cycle 
theorists” whether the fluctuations may 
properly be described as cyclical in pat- 
tern. This throws doubt upon the initial 
premise that value changes are mainly 
cyclical and self-balancing. But if it were 
true that value changes were of this na- 
ture, is the objection to recognition of esti- 
mated (and perhaps temporary) current 
values in accounts valid? 

In addition, value changes due to secular 
price level changes are not self-balancing. 
It has been urged with much persuasive- 
ness by competent economists that the 
wholesale price index in the United States 
will continuously rise.“* The wholesale 
price index was stable during the 1920's 
at a level of 30 per cent above the pre- 
World War I level. The post-World War II 
price level as measured by the wholesale 
price index of the Bureau of Labor Statis- 
tics, is likely to be at least 40 per cent 
above the level of the 1920’s. If an upward 
secular trend continues, the use of histori- 
cal costs will persistently understate ac- 
tual costs of business operations. 

Traditional accounting practice prefers 
valuations on a historical basis. Thus costs 
in some, often appreciable, measure re- 
flect historical not current values. Selling 

‘6 There are two main reasons cited in support of the 
probable tendency toward secular inflation. First, na- 
tional economic policy seems unable to restrain infla- 
tionary forces because really effective restraints are po- 
litically inexpedient, but is willing to take drastic action 
against deflation. Second, strong labor unions may con- 
tinuously force wage increases which would result in un- 
employment, unless the money supply and general 
price level are sufficiently increased to make the general 


price structure consistent with the existing wage struc- 
ture. 
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prices and sales volume, however, reflect 
all current influences. Hence accounting 
orthodoxy results in cost valuations in- 
consistent with revenue valuations. One 
result is that apparent fluctuations are 
exaggerated and may lead to actual magni- 
fication of the amplitude of fluctuations. 
But it should be carefully noted that the 
case for recognition of current value does 
not rest upon the argument that it would 
mitigate fluctuations in the level of busi- 
ness activity. Recognition of current values 
is necessary to secure correct and relevant 
information required for sound decision 
making. Any other benefits which may 
follow are valuable by-products of a policy 
which should be supported by valid con- 
siderations other than its useful deriva- 
tives. 


Non-recognition of the economic principle of 
valuation in accounting regulations estab- 
lished by governmental agencies 


An objection to the use of the recogni- 
tion of current values in accounts which 
is often considered to be conclusive is the 
fact that tax accounting regulations and 
other accounting procedures subject to 
public regulation require the use of histori- 
cal cost data. This is purely an institutional 
influence. Tax accounting is said to seek 
to reflect the best “recognized accounting 
principles.” If procedures using the al- 
ternative to historical costs were developed 
so that progress toward achieving opera- 
tional concepts utilizing professional judg- 
ments were realized, it is possible that tax 
laws would recognize these alternative 
bases. Offering the option of the use of the 
last-in, first-out method of valuation of 
inventories by the Bureau of Internal 
Revenue is evidence of a willingness to 
permit a closer approximation to current 
costs when the procedure utilizes objective- 
ly determined data. 

The argument has been presented by 
some tax economists that revenue laws 
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must require that depreciation rates be 
based on historical costs for practical 
reasons. Their view is that if economic 
justice is accorded business firms by recog- 
nizing higher replacement costs due to 
price level changes, equity would require 
recognition of purchasing power losses to 
bondholders, for example. This miscon- 
strues the proper reason for the use of 
current costs in calculating income for 
tax (and most other) purposes. The objec- 
tive is simply an accurate relevant measure 
of income. If it is urged that bondholders 
must recognize losses in purchasing power 
to secure an accurate measure of income, 
it must be acknowledged that consistency 
would support such a procedure and equity 
its recognition. The writer is not con- 
vinced that the practical, administrative 
problems of auditing statements of income 
based on economic principles would be 
burdensomely complex. To the extent that 
accounting practice reflects professional 
competence and professional ethics, prin- 
ciples and standards for measuring income 
on the basis of current costs and recogniz- 
ing changes in the value of money will 
yield accounting statements of greater, 
not reduced, dependability and utility. 


SUMMARY 


Sound principles of asset valuation pro- 
vide a basis for approximations of current 
values. The major objection to the adop- 
tion of theoretically defensible principles 
of valuation and associated cost measure- 
ments is the opinion that difficulties of 
practical implementation are insuperable. 
This argument is considerably weakened 
by the fact that revaluations of assets take 
place in practice. Empirical studies demon- 
strate that the large magnitude of such 
adjustments results in important effects 
on “net income.” There is little evidence 
to indicate the nature of the considerations 
which guided such adjustments. It is sug- 
gested that if the fact of asset value in- 


|| 
rob- 
ical 
re- 
atu- 
ns, 
do | 
ern. 
rity 
ere 
cle 
lay 
at- 
tial 
nly 
ere 
na- 
sti- 
ent 
lar 
ng. 
ve- 
the 
tes 
ale 
0’s | 
re- | 
II 
ale | 
is- | 
nt 
ard 
ac- 
ers § 
sts 
re- 
ng 
the 
na- 
fla- 
po- 
Inn 
on- 
un- 
oral 
eral 


490 The Accounting Reriew 


creases were recognized in general account- 
ing practice, the likelihood of the achieve- 
ment of objective standards would be im- 
proved. 

Additional objections to the economic 
principle of asset valuation and associated 
cost measurement procedures are con- 
sidered. The assertion that incorrect ex- 
pense measurement has little significance 
for price policy is true only under a special 
set of narrow assumptions. The objection 
that identical physical assets are not, in 
practice, replaced is met by the provision 
that source of similar services will be re- 
placed. If in replacement it is desired to 
produce a different type of services, this 
raises a problem not relevant to the valua- 
tion issue. Another suggested reason for 


disregarding value changes is that such 
value changes are self-cancelling. This 
assumes a symmetry in cyclical fluctua- 
tions which is not demonstrable. It ignores 
changes in values resulting from changes 
in the economic structure or secular 
changes. The non-recognition of the eco- 
nomic principle of valuation in accounting 
regulations established by governmental 
agencies is also cited as a basis for its re- 
jection. There is circularity involved here, 
however. In large measure, government 
tax regulations seek to reflect the best 
“recognized accounting principles.” If 
dominant accounting practice reflected 
economic principles it would increase the 
likelihood of recognition of such procedures 
by governmental agencies. 
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THE MOMENTUM THEORY 


OF GOODWILL 


RosBert H. NELSON 
Peat, Marwick, Mitchell & Co. 


HE PURPOSE of this article is to 
Tse purchased “goodwill” with 

a view to seeing whether it ought to 
be amortized by charges to income, and in 
general to present a case for amortization,, 
a case however which is contrary in some 
instances to Accounting Research Bulletin 
24 as it now stands. 

The term, “goodwill,” is used in its 
broad aspects, while the term, goodwill, 
will be used for references in the more 
literal sense. “‘Goodwill,’’ as meant here, 
is approached by Leake: 

In its true economic meaning the term “‘com- 
mercial goodwill” covers a vast field of rights 
growing out of all kinds of past effort in seeking 
profit, increase of value, or other advantage which 
may be capable of future profitable development. 
These rights are legally protected under various 
names, both by statute law and by common law, 
for the use and benefit of the owner. Commercial 
goodwill may include any or all such property as 
business connection associated with names, per- 
sons and places of business, trade marks, patents 
and designs, copyright, and the right to exercise 
monopolies. The exchangeable value of goodwill is 
based on anticipation, and the character of the 
anticipation always is that the owner of any of 
these rights will earn future profit, increase of 
value, or other advantage in excess of the normal 
reward of any capital and human effort (which 
includes labour) needed to carry on the under- 
taking.! 

The analysis will proceed by a discus- 
sion of each of the various items which are 
commonly thought to constitute ‘“good- 
will”: goodwill, customer lists, organization 
costs, costs of development, trade names, 
secret processes, patents, copyrights, li- 
censes, franchises, superior earning power, 
and going value. 


_'P. D. Leake, Commercial Goodwill: Its History, 
Value, and Treatment in Accounts, v (4th ed. 1948). 
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GOODWILL 


Goodwill, usually the most important 
item of “goodwill,” refers to favorable 
attitudes toward an enterprise. Thus, it 
would include the favorable attitudes of 
customers, employees, credit grantors, in- 
vestors, suppliers, governmental regula- 
tors, politicians and the general public. 
Other descriptive terms for goodwill are 
reputation and customer habit. Usually 
goodwill is transferred only on the sale of 
the entire concern. However, there are 
cases where the goodwill involved in a 
patent, copyright, secret process, or trade 
mark is transferred with the patent or 
other item without selling the entire busi- 
ness. 

Goodwill is about as fickle as the human 
nature of which it is an aspect. Some hu- 
man habits are strong, but customer habit 
is usually not one of them. Reputations 
fade from memory unless the reputation 
is fed or replenished by new feats or re- 
minders. Fickle or not, it is hard to build 
up, so the buyer of a concern will often 
pay a large sum of money for the goodwill. 
The reason is that he wants this starting 
“push” in his new enterprise, rather than 
to start fresh in a similar business and 
devote much effort and money over a long 
period of time to develop such goodwill, 
especially since his profits are likely to be 
meager until goodwill is developed. Ac- 
cording to what I shall call the Annuity 
Theory,” the buyer is investing in a series 
of excess earnings—an analogy to an in- 
vestment in an annuity. But isn’t it only 


2 Proponents: Leake, op. ci#., at 76-81; W. A. Paton, 
Advanced Accounting 409-410, 435 (ist ed. 1947); Ac- 
countants’ Handbook 849 (Paton ed. 1947). 
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on rare occasions that this may be the case? 
A better hypothesis would seem to be 
that businessmen are not buyers of an- 
nuities but buyers of a marketing or pro- 
motional “push.” 

This “push” which the buyer receives 
for his investment in goodwill is not a 
continual, everlasting one, but rather it is 
like momentum or a running start. He has 
to feed in new energy to keep from slowing 
to a standstill. Thus arises the Momentum 
Theory which, it is hoped, will be distin- 
guished from the Annuity Theory. The 
Momentum Theory is the hypothesis that 
a businessman purchases a promotional 
push instead of an annuity and that the 
“push” dissipates like momentum. The 
assumption that an asset may exist in 
perpetuity is very risky, to say the least. 
It follows that the investment ought to 
be charged against income over the esti- 
mated life of the momentum, the period 
during which it will be contributing its 
“push” or benefit. As a corollary the 
buyer should not write off his investment 
by a charge direct to retained earnings, 
unless an unfortunate turn of events 
should wipe it out. It also follows that the 
investment should not be written off by 
a charge to capital surplus. The money 
which is spent on goodwill is just as good as 
the money spent on plant and equipment, 
and the representation (as to assets pur- 
chased) which is put on the balance sheet 
should be made accordingly. 

Due to the nature of this momentum, 
it seems that the amortization would, in 
most cases, be over a life of from two to 
ten years. The Annuity Theory would 
call for a shorter life than the Momentum 
Theory hypothetically, since excess earn- 
ings would cease before all the “push” was 
dissipated. 

Estimating the life of the purchased 
momentum would be more difficult than 
estimating the life of a lathe or a foundry 
building. There could be no reliance on a 


The Accounting Review 


table stating past experience on useful life. 
Nor would it be possible to correct the 
estimate of the life of the purchased mo- 
mentum as the end of the estimated period 
approached. The buyer’s estimate of the 
life should be controlling, according to 
the Momentum Theory. The estimate 
should be the one on which the buyer 
based his top offering price. Thus, where 
the buyer makes an estimate of the life of 
the momentum, say, 5 years, and uses 
this estimate in calculating his top offering 
price, he has, in effect, decided to incur 
an annual charge amounting to twenty 
per cent of the purchase price against 
his income accounts for the next five years. 
He acts on this decision when he closes the 
deal, and this decision and action of man- 
agement should be reflected in the ac- 
counts. The buyer’s outlay in this situa- 
tion is analogous to an outlay for five 
years of insurance on his plant or for a 
five-year lease. The arrival at the price 
would probably be based more on “hunch” 
than on any Annuity-Theory calculations, 
but one factor in the “hunch” would al- 
most always be an estimate of momentum 
life, and this estimate should be used. The 
fact that the payment might equal four 
year’s purchase because of a hard-driven 
bargain would not mean he should amor- 
tize over four years since the estimated 
life was five years—unless he were pur- 
chasing a series of future incomes and then 
the Annuity Theory would apply. The 
straight-line method of amortization 
should be used, it seems, in view of the 
meagerness of our knowledge about the 
dissipation of this momentum.* Where 
the Annuity Theory applies, a compound- 
interest method of amortization is called 
for. 

* Some beginnings have been made in this area. See 
Hollander, “A Rationale for Advertising Expenditures,” 
Harvard Business Review, January, 1949, p. 79 at pp. 
85-87, and Lathrop, “Industrial Applications of Opera- 
tions Research,” Quality Control Conference Papers, 


1953, American Society for Quality Control, p. 295 at 
pp. 304-305. 
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Accounting Research Bulletin 24 classifies 
“goodwill generally,” as against “goodwill 
as to which there is evidence of limited 


duration,” as a type (b) intangible, for 
which non-amortization is favored. It 
seems questionable whether this is cor- 
rect. 

Bulletin 24 sets forth two requirements, 
both necessary, for an intangible’s classifi- 
cation as a type (b) intangible instead of 
type (a), for which amortization is re- 
quired: 

(1) term of existence not limited by 
law, regulation, or agreement, or by the 
nature of the intangible (limitation by 
nature), and 

(2) no indication, at time of acquisition, 
of limited life (evidence of limitation). 

Therefore, it is submitted for considera- 
tion that goodwill should be classified as a 
type (a) intangible, because in view of the 
foregoing analysis there is a limitation by 
nature, even though there may not be, at 
the time of acquisition, any evidence of 
limitation. 

Bulletin 24 also says: “In determining 
whether an investment in type (b) in- 
tangibles has become, or is likely to become 
worthless, it is proper to take into account 
any new and related elements of intangible 
value, acquired or developed, which have 
replaced or become merged with such in- 
tangibles.” (Italics supplied.) Thus, it 
would seem that Bulletin 24 would allow 
the buyer to carry the investment in pur- 
chased goodwill on his books without 
amortization, even after the momentum 
had dissipated, as long as the buyer had 
developed momentum to replace it. Since 
the amount on the books cannot represent 
the purchased momentum which has been 
used up, it must represent self-developed 
goodwill. It is submitted that this proce- 


*The Annuity Theory reaches the same conclusion: 
“Tt is urged against the writing off of the cost of good- 
will—and often it is a fact—that the goodwill of a pros- 


perous undertaking earning large surplus profits is 
worth no less now than it was when it was me ee ten 
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dure is inconsistent with the condemnation 
of the recognition of self-developed good- 
will. Perhaps such recognition of self- 
developed goodwill is not so dangerous as 
an “out-and-out” recognition, since the 
figure on the books has undergone the 
commercial test of actual cost incurred. 
Yet the figure allowed to remain on the 
books is likely to be just as inaccurate a 
measure of the self-developed goodwill 
as any figure newly placed on the books in 
the type of “out-and-out” recognition 
which is so uniformly condemned. It was 
arrived at on the basis of different factors 
and at a different time than would a pres- 
ent valuation of goodwill. 

The proposition that purchased goodwill 
should be amortized even though self- 
developed goodwill is not recognized may 
have a certain practical consistency. Take 
the case of a company which wants to 
start into a certain line of business. It has 
two courses open to it. One is to start 
from scratch and develop the business, and 
the result will be large charges in its in- 
come statement for the next few years. 
The other course is to buy out an estab- 
lished business, and the result again, will 
be large (amortization) charges in its in- 
come statement for the next few years. If 
it does not amortize its purchased goodwill 
however, it will not have these large 
charges, and the second course of action 
will seem more profitable, although the 
costs of getting into the line of business 
may have been the same under either 
course of action. Breaking into a new line 
of business is costly one way or another, 
but doesn’t non-amortization tend to 
hide this fact? 


or twenty years ago. The 


uestion is asked: ‘Why, 
therefore, should the goodwi 


be written off?’ The an- 


swer is that the present goodwill is, in the main, not the 
goodwill which was bought ten or twenty years ago. At 
that time—ten or twenty years ago—the now existing 
goodwill (which is the present value of super-profit ex- 
pected to arise in still future years) would, owing to the 
effect of annual interest, have been worth next to 
nothing.” Leake, op. cit., at 77. 


fe. 
he 
0- 
d 
e 
to 
te 
er 
re 
of 
eS 
g 
Ir 
y 
st 
e 
C- 
a 
” 
S, 
m 
e 
r 
r- 
r- 
€ 
n 
€ 
d 


494 The Accounting Review 


Bulletin 24’s position, by way of hy- 
pothesis, may be merely a holdover from 
the days when the emphasis was on the 
balance sheet. Time was when even self- 
developed goodwill was placed on the 
books. Abuses led to goodwill being con- 
sidered a tainted asset, and some com- 
panies wrote it down to $1.00 while the 
generally accepted accounting practice 
became on the whole that which is stated 
by Bulletin 24. It was strictly a utilitarian 
rule to prevent abuses, since both pur- 
chased and self-developed goodwill should 
be shown on balance sheets which are in- 
tended to show financial condition and 
value. But those days are gone and it 
seems accounting practice should be con- 
sistent and insist on amortization, for the 
stress today is on the income statement 
instead of the balance sheet. (In fact, 
George O. May recently remarked that 
we’re now in a third era where the stress is 
on the footnotes.) 


CUSTOMER LISTS 


Customer lists or a file on customers are 
another item of “goodwill”? which can be 
a valuable asset. A new selling organiza- 
tion has to spend a great deal of time and 
money collecting information on prospects 
and then finding out which propsects are 
good potentialities. Hence, the acquisition 
of a file on customers will enable a new 
management to start selling and thereby 
turning over inventory from the beginning, 
and to save on salaries paid to collect such 
information. According to the Momentum 
Theory it’s an investment in an organiza- 
tional type of momentum. Customer lists, 
though they are not goodwill, are related 
to goodwill. The purchaser can take ad- 
vantage of the goodwill more readily if he 
knows exactly where to tap it. Customer 
lists tell him where. 

It seems a fair statement that the 
customer lists which are purchased are a 
temporary benefit, not perpetual. After a 


few years they become almost wholly a 
self-developed advantage. In view of these 
characteristics it seems that the invest- 
ment in customer lists ought to be amor- 
tized over a few years. It is submitted that 
Bulletin 24’s classification as a type (b) 
intangible may be incorrect. 


ORGANIZATION COSTS 


Organization costs include expenditures 
for promotion, incorporation and raising 
capital. Accountants are not in agreement 
as to the nature and treatment of these 
costs in the hands of the organizing man- 
agement. Most seem to agree, as a practi- 
cal matter, on treating them as a deferred 
charge subject to early amortiztion, while 
at the same time there is the feeling that 
in theory the benefit of such costs will 
last as long as the corporate existence.’ 
Bulletin 24 classifies organization costs as 
a type (b) intangible. But is this correct? 
The Momentum Theory would say no 
while the Annuity Theory would not seem 
to apply. 

The treatment of these costs as a de- 
ferred charge subject to early amortization 
seems to be preferable, but not merely as 
a matter of expedience or conservatism. 
These costs seem to be in the nature of 
an expenditure of energy to overcome in- 
ertia and impart momentum. Every enter- 
prise has to have a start, and human in- 
ertia, which can be considerable, has to be 
overcome. The important point is that 
the organizational momentum thus im- 
parted will last only a short time. This 
point is contrary to legal doctrine about 
incorporation and subsequent legal life 
(perpetual), but there is little reason to be 
guided here by the implications of such 
doctrine. The buyer of an enterprise, years 
after its organization, will not pay a cent 
for the initial momentum. He pays only 
for the momentum existing at the date of 
purchase. After all, it’s the only momen- 


5 Accountants’ Handbook 128-129 (Paton ed. 1947). 
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tum he gets. An argument against this 
viewpoint is that the management wanted 
the limited-liability advantage, paid part 
of the costs of organization for it, and con- 
tinues to receive this advantage through- 
out the corporate existence, therefore the 
costs should not be amortized. Since mo- 
mentum is the major factor of value, how- 
ever, it would seem the entire expenditure 
should be amortized. 


COSTS OF DEVELOPMENT 


Costs of development include, and 
should be limited to, specific expenditures 
for preliminary advertising, collecting in- 
formation on customer prospects, explora- 
tion, training personnel, and similar de- 
velopmental costs. These expenditures are 
for organizational and promotional mo- 
mentum to get the concern really going; 
the initial organizational momentum in- 
volving organization costs is not enough. 

In general, accountants are opposed to 
treating as an asset costs of development 
in the going-value sense—excess of (all) 
charges over revenue during the develop- 
mental period. For treatment as a deferred 
charge, there must be unmistakable legit- 
imacy, i.e., specific expenditures identifi- 
able with building organizational and pro- 
motional momentum. 


TRADE MARKS, TRADE NAMES, AND 
BRANDS 


Trade marks and trade names are an- 
other item of “goodwill.’”’ Probably be- 
cause there is no time limitation on the 
legal protection given to trade names as 
there is to patents and copyrights, Bulletin 
24 lists trade names as an example of a 
type (b) intangible. 

What is the nature of the value of a 
trade name? One element in this value is 
the monopoly element, i.e., the legal pro- 
tection given to exclusive use. There is 
also an element of promotional momen- 
tum, the “push” or assistance given by 
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the reputation or customer habit involved 
in the trade name, i.e., goodwill. It seems 
that this promotional momentum is the 
major element in the value. To a business- 
man, the price he pays will be low if there 
is little goodwill and high if there is much. 
Hence, the investment is mostly a pur- 
chase of goodwill. In some trade names 
there is a third element of value, name at- 
tractiveness. But even the attractiveness 
of names becomes “‘old hat.” It would seem 
that the investment in a trade name 
ought to be amortized by charges against 
income over the estimated life of the pro- 
motional momentum, the goodwill. 


SECRET PROCESSES AND FORMULAS 


Another item of “goodwill” is the secret 
process. Bulletin 24 classifies it as a type 
(b) intangible, probably because there is 
no time limitation on the legal protection 
given to the secrecy and because successful 
secrecy can mean an exclusive use lasting 
indefinitely. 

However, it seems that there are other 
elements of value than the monopoly ele- 
ment (exclusive use) in a secret process. 
The process or formula would have value 
in the case of a delicious candy bar or 
perfume whether the process were secret 
or not, so it seems that there is a product- 
desirability element in the value. Both the 
product-desirability element and the mo- 
nopoly element help in building up goodwill, 
the former helping to develop favorable 
attitudes, reputation and customer habit, 
and the latter helping to keep this goodwill 
from dissipating to competitors. Goodwill, 
developed by these or other means such as 
advertising, would become an element in 
the value of the secret formula. If the 
secrecy should be lost, or if a competitor 
worked up a similar process or formula, 
the product-desirability element in the 
value would still remain and so would the 
goodwill. These factors, especially the 
goodwill, would continue to help the 
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product to sell well. It should be pointed 
out that the product-desirability element 
of value in a secret process may not be a 
perpetual thing, since tastes may change 
or there may be a possibility of obsoles- 
cence. 

There is a question as to whether the 
buyer of a secret process should amortize 
his investment. Assuming that he could 
allocate his investment to (1) the product- 
desirability element, (2) the monopoly 
element and (3) the goodwill element, 
how would he treat each of these? Since 
there is no time limitation involved in (2), 
it seems that that part of the investment 
should not be amortized, but it would seem 
to be a small part of the investment. The 
rest of the investment should be amortized. 
If allocation is impossible, the buyer 
might, as a practical expedient, try to 
determine which is the major or predomi- 
nant element of value. Since the major 
factor will probably be the goodwill, it 
seems the entire investment should be 
amortized. 


PATENTS 


A patent is another item of “goodwill.” 
Since the legal protection given for exclu- 
sive use is limited in time, Bulletin 24 
classifies patents as a type (a) intangible. 

The value of a patent can be increased, 
in cases where the major element of value 
is the product-desirability factor, by ad- 
vertising and other items building up 
goodwill. Thus, in many cases where a 
patented article has been marketed for 
several years, a buyer of the patent may 
be paying for the following elements of 
value: exclusive use, product-desirability 
and goodwill. It is agreed that the buyer 
of a patent must amortize his investment, 
but it would also seem that where the 
patent is running out shortly and there is 
much goodwill, the amortization period 
might be longer than remaining patent 
life. 


COPYRIGHTS 


A copyright is another “goodwill” item 
which is mainly thought to be a monopoly 
factor due to the legal protection given to 
exclusiveness of use. Since the legal pro- 
tection is limited in time, Bulletin 24 
classifies copyrights as a type (a) intangi- 
ble. 

Here again, however, just as in the case 
of other “goodwill” items previously dis- 
cussed, it seems that the time factor in 
the legal protection should not be slavishly 
followed in matters of amortization. Due 
to the fact that the product desirability of 
most copyrighted items endures but a 
few years at most, the investment in a 
copyright should not be amortized over 
the full copyright period. Rarely does a 
book, including the most popular of best- 
sellers, turn out to be great enough to 
live even for the copyright period. Walter 
A. Staub recommends spreading the cost 
on a unit basis of sales in each fiscal period 
as compared with the expected total sales, 
with frequent revisions in the light of the 
actual sales.® 


LICENSES 


A license may be issued under a patent 
or copyright or under governmental police 
power (e.g., liquor license). Bulletin 24 
classifies a license as a type (a) intangible. 
Where a lump sum is paid instead of royal- 
ties or fees, the accounting treatment 
would be generally covered by the ideas 
discussed under the topics: patents, copy- 
rights and franchises. 


FRANCHISES 


Franchises confer on the grantees vary- 
ing degrees of monopoly. Bulletin 24 classi- 
fies fixed-term franchises as a type (a) 
intangible and perpetual franchises as a 
type (b) intangible. In the case of the 


* Staub, “Intangible Assets” in Contemporary Ac- 
ro Ni Ch. 8, p. 4 (American Institute of Accountants 
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fixed-term franchise grantee, the costs of 
acquiring the franchise would clearly seem 
to be a deferred charge. In the case of the 
perpetual franchise grantee, the costs of 
acquiring the franchise would seem to be 
in the nature of organization costs, costs 
of initiating organizational momentum, 
since enfranchised business usually require 
either monopoly conditions or official 
approval or both. 

As for the buyer from, or assignee of, 
the franchise grantee, we might distinguish 
between public and private franchises. 
Since heavy utility regulation in recent 
years has tended to reduce earnings, it 
seems that in many cases companies buy- 
ing up a utility and its franchise will not 
be buying any excess earnings, and thus 
the Annuity Theory could hardly apply, 
whereas in the case of private franchises 
or licenses (for example, an exclusive 
marketing territory), a built-up territory 
probably has superior earnings and the 
Annuity Theory might possibly apply. 
Again, in all cases where the investment 
is in various types of momentum it should 
be amortized. 


SUPERIOR EARNING POWER 


There seems to be general agreement 
that there is a relationship between “good- 
will” and superior earnings. However, 
the relationship does not always seem very 
clear. On the one hand, if we find that a 
company has superior earnings, we can 
usually say that “goodwill” is present. 
On the other hand, if we find that acom- 
pany is established and has a large group 
of regular customers, we can also say that 
the goodwill item of “goodwill’’ is present. 
Yet it is said that “the mere existence of 
an established concern, and favorable at- 
titudes on the part of customers, employ- 
ees, and others associated therewith, does 
not demonstrate the existence of intangi- 


ble property.”’ This would seem to be a 


7 Accountants’ Handbook 840 (Paton ed. 1947). 
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premise of the Annuity Theory. Favorable 
customer attitudes however are favorable 
attitudes, and they can give a push, mo- 
mentum, and it does not seem you can 
deny the existence of goodwill just because 
there are no superior earnings. People 
have been known to pay money for “good- 
will” in such a case. Also, it is known that 
on occasion patents are purchased in order 
to rid the buyer of a nuisance, there being 
no question of superior earnings from the 
purchased patents. 

And just as the existence of “goodwill” 
does not always mean the existence of 
superior earnings, so also, the existence of 
superior earnings does not always mean 
the existence of “goodwill.” The superior 
earnings might be due to factors other than 
“goodwill.” For example, they might be 
due to luck, as by a foolish laying-in of a 
huge inventory subsequently given the 
touch of Midas by a war shortage, or due 
almost wholly to entreprenurial and man- 
agerial ability.® 

Even where there are excess earnings 
it should be questioned, it seems, whether 
the value of “goodwill” is in most cases 
the present value of estimated future ex- 
cess earnings. It is true that the purchase 
price of ‘“‘goodwiil” is calculated sometimes 
in terms of the present value of estimated 
excess earnings. The reason for calculation 
in such terms may be that “goodwill” is 
very difficult to evaluate, and such terms 
are about the only rational basis. Often, 
however, the buyer is agreeing to a price 
on the basis of a “businessman’s hunch” 
in view of all the circumstances. This 
phenomenon, an examination of the facts 
and analysis of the factors followed by a 
“feeling in the bones” as to the proper 
decision, is quite common.’ Also, the give- 
and-take of bargaining often leads to de- 


— G. O. May, Financial Accounting 106 (1st ed. 
1946). 

® See, for example, Washburn v. National Wall- 
Paper Co., 81 Fed. 17, 23 (2nd Cir. 1897). 
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cisions on price which the Annuity Theory 
does not fit. And sometimes the buyer 
wants the business but has little use for the 
“goodwill,” wants to do things a lot dif- 
ferently than the old crowd, but the old 
crowd demands and gets a payment for 
intangibles. In this case, the buyer has 
been willing to make an entrance payment 
or a payment for organizational momen- 
tum. The Momentum Theory does not 
seek to rationalize in a neat, logical man- 
ner the calculation of the amount of the 
purchase price, hence fits all these cases. 

Price decisions not explainable on any 
rational grounds have frequently been 
very successful, but at the same time these 
decisions have often been explained to 
others by means of some sort of rationali- 
zation, usually in terms of present value of 
earnings, though, again, this does not 
mean that in many cases the range of 
offering prices is not arrived at through 
the use of such calculations. However, 
just because such calculations are used 
either to help make the decision or to 
rationalize “hunch”’ decisions, does it fol- 
low that the value of “goodwill” is the 
present value of estimated future excess 
earnings and that the buyer of “goodwill” 
is buying an annuity? 


GOING VALUE 


Bulletin 24 lists going value as an in- 
tangible. The term may mean various 
things. First, it may mean the going value 
of physical assets, i.e., the value-in-use to 
a going concern, as against scrap or liqui- 
dation value. In this sense, it is not an 
intangible asset, since intangibles are value 
over and above the going value of physical 
assets. Second, it may mean developmental 
value, i.e., the excess of costs of develop- 
ment and other charges over current reve- 
nues during the period of establishment, 
discussed above under Costs of Develop- 
ment. Third, it may mean the value of 
superior earnings, just discussed. 


Does Bulletin 24 refer to going value in 
this third sense? It is submitted that 
Bulletin 24 is not clear on this point. This 
third meaning comes the closest, of the 
recognized meanings, to the idea of an 
intangible asset. Yet Bulletin 24’s classifi. 
cation of going value is type (b). Going 
value, as a measure of a// intangibles, could 
not have a type (b) sort of implication, it 
is submitted, since all intangibles include 
not only type (b) intangibles but also type 
(a) intangibles. 

There is, possibly, a fourth sense of the 
term. Organization costs and costs of 
development express the costs of develop- 
ing organizational momentum but there is 
no term expressing the value of the organ- 
ization momentum which is purchased 
from the developer. ‘Going value” might 
well perform the function. However, there 
are already so many different and confus- 
ing meanings of “going value”’ as to make 
one mindful of the Tower of Babel. Per- 
haps the term, “going-organization value,” 
might serve. 


POLICY ARGUMENTS 


An argument may be made for the 
amortization of purchased “goodwill” on 
the ground that such treatment will better 
effectuate the general policy of the law 
of dividends. This objective might be 
stated as the restriction of dividends to 
protect creditors, senior shareholders and 
even junior shareholders. Creditors, es- 
pecially, need protection, because a cor- 
poration enjoys limited liability. 

If purchased “goodwill” be an invest- 
ment in assets which are used up in the 
process of helping to produce income, then 
part of the earnings which come subsé- 
quent to the purchase will be a return of 
investment. To let these earnings be paid 
out as dividends is to pay dividends out 
of capital. It is submitted that this is in- 
consistent with the policy of dividend 
law. The accounting profession seems to 
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have a responsibility here. The reason is 
that accounting practice carries great 
weight with the courts.'® 

Even if purchased “goodwill” be con- 
sidered an investment in a permanent 
asset, it seems that the asset is too un- 
stable to permit the risk of its ultimate 
realization to fall on the creditors, as would 
happen if the asset were left unamortized. 
Also, write-downs can too easily come too 
late to protect creditors. It is not only very 
difficult to tell when and by how much 
there must be a write-down, but also, there 
would be a human tendency to delay the 
write-down. The fact that amortization 
is less difficult and probably more accu- 


10 Cf. Pardee v. Harwood Electric Co., 262 Pa. 68, 72, 
105 Atl. 48, 49 (1918), Indiana Veneer & Lumber Co. v. 
Hageman, 57 Ind. App. 668, 681, 105 N.E. 253, 257 
(1914); Ballantine, Corporations 529 (2nd ed. 1946). 
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rate than such write-downs makes a prac- 
tical argument in favor of the amortiza- 
tion position which should appeal to the 
auditor who has to argue with a client for 
a write-down. 

Another practical aspect is the fact that 
Bulletin 24's allowance of the optional 
amortization of type (b) intangibles would, 
as to companies which amortize, help to 
leave them open to the charge that they 
are concealing income. This would seem 
especially true in view of the fact that 
Bulletin 24 encourages the non-amortiza- 
tion side of the option. 

The conclusion which may be warranted 
from an analysis of “goodwill” and from 
these policy arguments is that all or almost 
all of the items of purchased “goodwill” 
ought to be amortized by charges to in- 


come. 
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NEW TECHNIQUES IN CONSOLIDATIONS 


G. H. NEWLOVE 
Professor, University of Texas 


family tree used by Lewis A. Car- 
man! in 1932, when he introduced 
the use of equity ratios in distributing the 
combined capital stock and surplus on the 
balance sheets of companies affiliated by 
both unilateral and bilateral (mutual) 


| ee 1 is the major illustrative 


to the left of the ownership lines. (Dates 
of purchase, which are placed to right of 
the ownership lines, are omitted from 
Exhibit 1.) 

c. Separate family trees are made for 
each class of stock. (Only common stock- 
holdings are involved in Exhibit 1.) 


EXHIBIT 1 — CARMAN’S FAMOUS 


common stockholdings. The family tree is 
adapted very slightly to have it obey the 
following modern principles of family tree 
construction: 

a. Arrows point with the force of au- 
thority. 

b. Percentages of ownership are shown 


‘Carman, 17 American Accountant 106-8, 140-2, 
204-12, 331. 


FAMILY TREE ILLUSTRATION 


d. Mixed status companies (like Co. D, 
which is a mixed grandson and great- 
grandson of Co. A) are placed as low as 
possible on the family tree. 

e. Unilateral stockholdings are shown 
by straight or broken lines; bilateral stock- 
holdings are shown by curved lines. 

f. Minority interests are shown by the 
dots at the end of the short curved lines 


500 


panies’ 
tended 
surplus 
mon @ 
mecha! 
equity 
the rat 
compu 
compu 
stockh 
vancec 
(A) Univer 
Aaron: 
ple to 
cancel 
© 23 2 ables 
(s) cases 
2 only s 
The 
9 7 splend 
© © 6) 3 25 3 the pr 
T (w) The c 
= and it 
& 67 6 
6) 4 3 4 comp’ 
(u) (x) (z) its de 
man’s 
| ratios 
i in th 
© 2 putat 
desce 
|  Aaro. 
ratios 
form: 
will r 
Th 
equit 
the r 
gran 
ratio 
has | 
D.C. 
Texas 
|| 


to the right of the circles around the com- 
ies’ names. 

In 1948, the use of equity ratios was ex- 
tended to the preparation of income and 
surplus statements involving both com- 
mon and preferred stockholdings, and a 
mechanical method of calculating the 
equity ratios was introduced for use after 
the ratios of the bilateral groups have been 
computed.? In 1949, a new formula for 
computing the equity ratios for bilateral 
stockholdings was developed in an ad- 
vanced course in consolidations at The 
University of Texas by Myles Joseph 
Aaronson.* The new formula is very sim- 
ple to use because the determinant aspects 
cancel out leaving an equation which en- 
ables anyone to handle the most difficult 
cases of mutual stockholdings by using 
only simple arithmetic processes. 

The Carman illustrative family tree is 
splendidly adapted for the presentation of 
the principles of equity ratio computation. 
The computation of the ratios for Co. B 
and its descendants illustrates the use of 
the mechanical method of determining the 
ratios in unilateral stockholdings. The 
computation of the ratios for Co. J and 
its descendants illustrates the use of Car- 
man’s special formula for calculating the 
ratios in bilateral stockholdings (will work 
in the vast majority of cases). The com- 
putation of the ratios for Co. S and its 
descendants illustrates the use of the 
Aaronson formula, which is applied to the 
ratios computed by the Carman special 
formula whenever the numerator ratios 
will not total to the denominator ratio. 

The mechanical method of determining 
equity ratios computes the ratios first for 
the major parent, then the sons, then the 
grandsons, etc. After the major parent’s 
ratio (always 100% in unilateral cases) 
has been tabulated, the sets of ratios for 


* Newlove, G. H., Consolidated Statements, Boston, 
D. C. Heath and Company, 1948. 
* Myles Joseph Aaronson, B.B.A., C.P.A., McAllen, 


Texas. 
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each company (starting from the top of 
the family tree) are the product of the set 
of ratios for the next higher company 
(or companies) on the family tree multi- 
plied by the percentages (or percentage) 
of ownership held by that company (or 
companies) plus the direct minority in the 
immediate company. The ratios computed 
by this technique for Co. B and its de- 
scendants (Co. H omitted here and in- 
cluded by Co. J) are as follows: 

Ratios Based U pon 100% 


Cai A 1.0000 
Co. B: 
90 A. A .9000 
10%". . b .1000 
Total A .9000 b .1000 
Co. C 


10%* d .1000 
Total.. A .7020 b .0780 c .1200 d .1000 
A .6300 b .0700 e .3000 
ty A .3780 b .0420 e .1800 f .4000 
CeCe... A .4221 b .0469 e .2010 g .3300 
A .8100 b .0900 i .1000 


* Direct Minority. 


When there is only one stock owner- 
ship line, the ratios may be computed 
without the use of the separate steps in 
the computation (see companies E, F, G, 
and I). After the detailed ratios are com- 
puted, the ratios of the majority interest 
and the combined minority interests are 
entered in Exhibit 2. 

The computation of the equity ratios 
of Co. J and its descendants starts with 
the calculation of the circuit, denominator, 
and numerator ratios of the companies 
within the mutual group (companies K 
and L) plus the companies that own the 
mutual group (companies A and J); that 
is, companies A, J, K, and L. Note that 


} 
80%B.... A .7200 b .0800 
20%"... .2000 
Total.. A .7200 b .0800 c .2000 
Co. D: 
| C.... A .4320 b .0480 ¢ .1200 
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Equity ratios Equity ratios Equity ratios 

Majority Minority Majority Minority Majority Minority 

Interest Interest Interest Interest Interest Interest 
Ge: 1.0000 .7500 .2500 Ca. &..... -6615 -3385 
Co. B... .9000 . 1000 .5056 .4944 ms... .4961 . 5039 
.7200 . 2800 Ga. .2781 .7219 Co. U:... .3473 -6527 
.7020 . 2980 Co. M.. .3034 .6966 Ca. V..... .3076 -6924 
.6300 .3700 .3523 .6477 Co. W.. . 5954 .4046 
.3780 .6220 Co. O... .6750 .3250 Co. &..... .5954 .4046 
Co. CG... .4221 .5779 .6000 .4000 .4631 . 5369 
Co. H... .3233 .6767 .5250 .4750 Z... .2779 .7221 
Ca. .8100 . 1900 Ca. .3164 .6836 

Exhibit 2—Equity Ratios Based Upon 100% 
companies like H, M, N, and R, which Natural ratios 
are owned by mutual group, and com- D A j k I 
panies like O, P, and Q, which are out- — Co. K..... 8900 .4500 .1500 .2000 .0900 
> .8900 .2475 .0825 .1100 .4500 


side the mutual group but owned by the 
owners of the mutual group, are excluded. 

The circuit ratio (or ratios) may start 
with any entity within the mutual group, 
but must return to the starting entity 
without having passed through any en- 
tity twice. The symbol for the single cir- 
cuit ratio in Co. J and its descendants is 
either KLK or LKL and its ratio is 
(.55X.2) or .11. 

The denominator ratio, designated by D 
in tables of natural ratios, is unity minus 
the sum of the circuit ratios. In this case, 
D=1.0—.11=.89. 

The numerator ratios, designated in 
tables of natural ratios by the lower case 
letters for the names of the respective 
companies, are computed by the special 
Carman formula by adding the ratios ob- 
tained by multiplying the percentages to 
the left of the lines along each route going 
directly from the interest to the entity in 
question. In this case, the numerator 
ratios are: 

Ain K=AJK=1.0X .75X .6=.45 

Ain L =AJKL=1.0X.75X .6X .55= .2475 
j in K=jJK=.25X .6=.15 

j inL=jJKL=.25X.6X .55= .0825 

k in K=kK=.2 

k in L=kKL=.2X.55=.11 


1 in L =IL=.45 
1 in K=ILK= .45X .2= .09 


The denominator and numerator ratios 
are recorded in a table of natural ratios, 
as follows: 


The ratios for Co. A are denoted by a cap- 
ital letter rather than a lower case letter 
because Co. A is the major parent com- 
pany. The numerator ratios should total 
to the denominator (if they do not, the 
technique developed for Co. S and its de- 
scendants should be used). Then the 
natural ratios are converted into equity 
ratios based upon 100% by dividing the 
numerator ratios by the denominator 
ratios, as follows (decimals rounded to 
make the ratios add exactly to 100%): 


Ratios based upon 100% 


A j k I 
5056 .1686 .2247 1011 


The use of the mechanical technique for 
computing equity ratios based upon 100% 
may now be continued for Co. J and its 
descendants, as given in the tabulation on 
the next page. 

The ratios used to compute 70% of 
Co. G’s ratios are those computed with 
the ratios of Co. B and its descendants. 
The equity ratios for the majority interest 
and the combined minority interests are 
now entered in Exhibit 2. 

The computation of the equity ratios 
for Co. S and its descendants starts with 
the calculation of the circuit, denominator, 
and numerator ratios of companies A, 5, 
T, U, and V. Note that the companies 
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Ratios based upon 100% 


The denominator ratio (D) is: 


1.0— .093 = .907 


Ain S =AS=.6 
Ain T=AST=.6X .75=.45 
Ain U=ASTU=.6X.75X .7=.315 
Ain V: 
ASTUV=.6X .75X .7X .6=.189 
ASTV =.6X.75X.2 = .090 


sin V: 
sSTUV=.2X .75X.7X.6 =.063 
sSTV =.2X.75X.2 = .030 


tin T=tT= .25 
tin U=tTU=.25X .7=.175 
tin V: 


The numerator ratios computed by the special Car- 
man formula are: 


uin V=uUV=.3X .6=.18 

uin S =uUVS=.3X .6X .2= .036 
uin T=uUVST=.3X .6X .2X .75= .027 
vin V=vV=.2 
vin S =vVS=.2X .2=.04 

vin T=vVST=.2X .2X .75= .03 
vin U=vVSTU=.2X .2X .75X .7=.021 


Co. A A 1.0000 
A .7500 j .2500 
Co. P... 6000 j .2000 p .2000 
ce. .5250 j .1750 q .3000 
A .5056 j .1686 k .2247 1 .1011 
Co. L... . A .2781 j .0927 k .1236 1 .5056 
A .3034 j .1012 k .1348 1 .0606 m.4000 
Co. N: 
40%K........ A .2023 j .0674 k .0899 1 .0404 
wEP......... A .1500 j .0500 p .0500 
35%D.M...... n .3500 
Total....... A .3523 j .1174 k .0899 1 .0404 p .0500 n .3500 
Co. H: 
A .2955 b .0328 e .1407 g .2310 
Se j .0093 k .0124 1 .0505 
20%D.M.. . h .2000 
Total. . A .3233 b .0328 e .1407 g .2310 j .0093 k .0124 1 .0505 h .2000 
Co. R: 
GOYN........ A .2114 j .0705 k .0539 1 .0242 n .2100 p .0300 
200%Q......... A .1050 j .0350 q .0600 
200%D.M...... r .2000 
Total....... A .3164 j .1055 k .0539 1 .0242 n .2100 p .0300 q .0600 r .2000 
W, X, Y, and Z owned by a member of the tTUV = .25X .7X .6= .105 
= tTV =.25X.2 = .050 
mutual group are excluded until after the = 
ratios based upon 100% are calculated. 155 
The circuit ratios are: tTUVS .25X.7X.6X.2 =.021 
STUVS=.75X.7X .6X .2= .063 
STVS =.75X.2X.2 = .030 -031 
uin U=uU=.3 


A preliminary table of natural ratios is 
now prepared to ascertain whether or not 
the numerator ratios total to the denomi- 
nator ratios: 


Preliminary Ratios 


D A 
-907 .600 
-907 .450 
907.315 
.279 


s t 
.031 
.150 .250 
.175 
093.155 


u 


-036 
.300 
180 


v 
.040 
.030 
-021 
-200 


All the sets of numerator ratios cross- 
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add to the denominator ratio except the 
Co. U ratios. The Co. U numerator ratios 
may be computed by a general formula 
presented by Carman, but the use of this 
formula is difficult in complicated cases. 
The numerator ratios should therefore be 
computed by the Aaronson formula when- 
ever the ratios computed by Carman’s 
special formula will not cross-add. 
The Aaronson formula is: 


c= w—(wXOCR) 


where c is the correct numerator ratio, w 


A 1.0000 

Co. S. .6615 s .2205 t 
A .4961 s .1654 
Cai ¥... A .3076 s .1025 t 
Co. W A .5954 s .1984 t 
A .5954 s .1984 t 
A .4631 s .1543 t 
A .2779 s .0926 t 


is the numerator ratio computed by using 
the Carman special formula, and OCR is 
the ratio of the circuit used in determin- 
ing the denominator ratio whose desig- 
nating letters are not at all the same as the 
designating letters for the route evaluated 
by the Carman special formula. 

The circuit ratios used in determining 
the denominator ratio are: STUVS and 
STVS. All the numerator ratios for Co. S 
are correct because their designating let- 
ters all contain S, which is in the desig- 
nating letters of both circuit ratios. Simi- 
larly, the numerator ratios for companies 
T and V are correct because the designat- 
ing letters for the numerator and denomi- 
nator ratios all have T and V, respectively, 
in common. All of the numerator ratios for 
Co. U, except the ratio for uU, are correct 
because of the letter V. The omitted cir- 
cuit ratio for the numerator ratio uU is 
STVS, which has a value of .03. The Car- 
man special formula evaluated uU at .3. 
The corrected valuation by the Aaronson 
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formula is: 
uU = .3—(.3X .03) =.291 


The corrected table of natural ratios is: 
D A $s t 7} 


Co.S.... .907 .600 .200 .031 .036 .04 
Co.U.... .907 .315 .105 .175 .291 .021 


The computation of the equity ratios 
of Co. S and its descendants may be com- 
pleted by dividing the numerator ratios 
by the denominator ratio and by using the 
mechanical technique for the ratios of 
companies W, X, Y, and Z, as follows: 


Ratios based upon 100% 


.0342 u .0397 v .0441 

.2756 u .0298 v .0331 

.1929 u .3208 v .0232 

.1709 .1985 _.2205 

.0308 u .0357 v .0397 w.10 

.0308 u .0357 v .0397 w.10 

.0239 u .0278 v .0309 y .30 

0143 .0167 v .0185 y .18 z .40 


The majority interest and the combined 
minority interest ratios are now entered 
in Exhibit 2. It is considerably less clerical 
work to apply the combined minority in- 
terest ratios than to apply the individual 
company minority interest ratios; the lat- 
ter must be used if a detailed analysis of 
the minorities is given as a supporting 
schedule to the consolidated statements. 

The Aaronson formula has been used to 
compute the natural ratios for all the 
family trees given by Carman and the 
various C.P.A. boards, and for many 
original family trees developed by gradu- 
ate classes in consolidations at The Uni- 
versity of Texas. Without any exception, 
the Aaronson formula gave the same 
numerator ratios obtained by the use of 
algebra (determinants). It is hoped that 
the simplicity of the Aaronson formula 
will encourage accountants to use equity 
ratios and thereby make remarkable sav- 
ings in clerical work whenever the sub- 
sidiaries are at all numerous. 
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CONSOLIDATED STATEMENTS 
AND THE LAW 


SmpneEy I. 
Assistant Professor, Rutgers University 


HILE THERE ARE several articles 

W\ in the legal publications which 

discuss the problems of the enti- 
ties of a holding company system, little 
has been written in accounting journals on 
the treatment by the courts of law of the 
device designed by accountants to report 
the combined operations of affiliated com- 
panies—the consolidated financial report. 
The few accounting researchers who do 
discuss the legal aspects of consolidation 
accounting summarize their remarks by 
saying that the consolidated statement 
has almost no legal status in the sense that 
it is a required report; that it is almost 
wholly, though not entirely, outside the 
scope of complete legal recognition;? and 
that it is a purely accounting creation, in 
the preparation of which the principles 
of good accounting govern, more to the 
exclusion of legal principles than in the 
case of any other major accounting state- 
ment.’ 

Yet accounting and legal authorities 
insist that the law has materially influ- 
enced the development of accounting 
principles and practices,‘ and that this 
influence has had profound and far reach- 
ing effects.’ Conversely, it has been as- 
serted that accounting practice has done 
much, by developing the concept of the 
single entity of the group of affiliated com- 
panies, through the consolidated state- 

W. H. Childs, Consolidated Financial Statements, 
Cornell, 1949, p. 12. 

2M. Moonitz, The Entity Theory of Consolidated 
Statements, Amer. Acct. Assn., 1944, p. 7. 

*W. T. Sunley and W. mF Carter, Corporation Ac- 
counting, Ronald, 1944, p. 3 

‘Ww. J. Graham, Aecatiagte the Law School Cur- 
riculum,”’ ACCOUNTING Review, March 1939, p. 15. 


5S. Gilman, Accounting Concepts of Profit, Ronald, 
1939, p. 14. 


ment, in bringing about some legal recog- 
nition of these separate entities as a single 
operating unit.® 

In their excellent article advancing the 
thesis that there is a body of case-law 
which mey be set apart as a separate disci- 
pline called the law of business accounting, 
Professors Berle and Fisher stated that the 
rules of accounting are for the most part 
axiomatic, but the extent to which they 
have been applied by the courts is not 
generally known.’ It is the aim of this 
paper to conduct the research, with refer- 
ence to the field of consolidated statements, 
which those professors suggest is needed 
—that is, to compare the recognized prin- 
ciples of accounting in that area with that 
part of the decided case law which neces- 
sarily involves some accounting premise, 
thereby to determine how far an inter- 
weaving process has taken place and rules 
of accountancy have become rules of law.’ 

In conducting the investigation, the 
argument as to whether there are indeed 
any true principles of accounting® is ig- 
nored, and an authoritative group of 
principles affecting the consolidated state- 
ments is used,’ the acceptance of each by 
the profession as a recognized principle of 
accounting being individually shown. The 
treatment of each principle is then fol- 
lowed by a discussion of the court decisions 


6 J. B. Taylor and H. C. Miller, Intermediate Account- 
ing, McGraw-Hill, 1938, pp. 335-336. 

7A. A. Berle, Jr. and FE S. Fisher, Jr., “Elements of 
the Law of Business Accounting,” Columbia Law Review, 
April 1932, p. 578. 

8 Tbid., ‘footnote on pp. 573-574. 

*S. Gilman, op. cit., Chaps. XII-XVI; Accounting 

ae nee No. 7, Amer. Inst. of Accts., Nov. 


10 mE Sas Sanders, et al., A Statement of Accounting Princi- 
ples, Amer. Inst. of Accts., 1938. 
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which involve the application of each of 
the accounting tenets studied. This ar- 
ticle does not generally attempt to analyze 
critically each of the cases cited to decide 
whether it enunciated what might be called 
good or bad law, in the light of the basic 
legal or accounting theories; rather the 
study accepts the decisions as it finds 
them, and merely attempts to determine 
the extent to which they approve or dis- 
approve of the accounting principles in- 
volved in the particular cases. 


ACCEPTANCE UNDER THE INCOME TAX 
LAWS 


A consolidated statement is an account- 
ing device for presenting in a single report 
the combined financial position or com- 
bined operating results of a group of 
affiliated corporations.“ That the position 
and earnings of a parent company and its 
subsidiaries as a whole can usually be 
best presented by means of consolidated 
statements has been generally accepted by 
accountants.” The courts of law, on the 
other hand, have been reluctant to aban- 
don their view of a corporation as a dis- 
tinct separate entity, and to accept the 
concept of the consolidated statement, 
which recognizes a group of affiliated com- 
panies as a single entity.” 

Where the statutes have specifically au- 
thorized or directed the use of consolidated 
statements, the courts have agreed to 
permit their employment. Thus, since 
Sec. 141 of the Internal Revenue Acts has 
permitted consolidated income tax returns 
under various circumstances, the judicial 
decisions have given their official sanction 
to these single entity reports." The United 


11 W. H. Childs, op. cit., p. 1. 

2 Examination of Financial Statements, Amer. Inst. 
of Accts., 1936, p. 5. 

13M. Moonitz, op. cit., p. 11. 

4 Western Pac. RR. Corp. v. Western Pac. R. Co., 197 
Fed. (2) 994 (1952); Wells Gardner Co. v.'Helvering, 95 
Fed. (2) 125 (1938); Kansas Ry. v. Helvering, 124 Fed. 
(2) 460 (1914). 
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States Supreme Court has even stated that 
the purpose of the act in permitting con. 
solidated income tax returns was to require 
taxes to be levied according to the true 
net income and invested capital resulting 
from and employed in a single enterprise, 
even though it was conducted by means 
of more than one corporation." But it did 
not justify this on any theory that the 
corporations are truly only one legal en- 
tity; rather it stated two reasons for the 
acceptance by the revenue acts of the 
group returns—to secure substantial equal- 
ity among stockholders who ultimately 
bear the burden of taxation,’® and to pre- 
clude reduction of the total tax payable 
by the business, viewed as a unit, by re- 
distribution of income and capital among 
the corporations by means of inter-com- 
pany transactions.” 

Furthermore, the law courts are strict 
in their application of the Internal Reven- 
ue Acts, allowing only those affiliated com- 
panies to file consolidated returns which 
conform precisely to the wording of the 
statutes. Thus a bus company affiliate of a 
railroad corporation was not permitted to 
participate in a consolidated return when 
the law granted only railroads this right;* 
and group returns were not allowed to be 
used if either the parent or one of its sub- 
sidiaries was a foreign corporation.’® The 
courts also refused to accept a parent and 
subsidiary as one entity for tax purposes, 
where it believed the subsidiary was 
created purely as a “sham’’—to evade 
taxes or some other liability, or for some 
other purpose not considered truly busi- 
ness like.?° 

8 Handy & Harman v. Burnet, 284 U.S. 136 (1931); 
Hellmich v. Hellman, 276 U.S. 233 (1928). 

16 Handy & Harman v. Burnet, 284 U.S. 136 (1931). 

1” Burnet v. Aluminum Co., 287 U.S. 544 (1932) 

18 Norfolk & Southern Bus Corp. v. Comm., 107 Fed. 
(2) 304 (1939). 

19 Comm. v. Manus-Muller Co., 78 Fed. (2) 19 (1936); 
Comm. v. Silk Center Bldg., 82 Fed. (2) 20 (1936); 
Corner Broadway etc. v. Comm., 76 Fed. (2) 106 (1935). 


20 Nat'l Carbide Corp. v. Comm., 336 U.S. 421 (1949); 
Moline Properties v. Comm., 319 U.S. 437 (1943), 
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REASONS FOR LIFTING THE CORPORATE 
VEIL 

More interesting and provocative, per- 
haps, are the cases involving the recogni- 
tion or non-recognition of the group as a 
single entity where no statute directs the 
acceptance of a consolidated statement— 
wherein the court has lifted the veil of 
separate corporate entities, or, as Dix 
has aptly termed it, has pierced “the 
armor of the juridical conception.’”** The 
problem arose generally in situations where 
the court was required to decide whether 
it should hold one member of the group, 
either parent or subsidiary, liable for tort 
or contract claims against another member 
corporation. The question of the use of the 
consolidated statement itself was usually 
not involved in those cases. 

The need to violate the sanctity of the 
fiction of corporate entity, where special 
circumstances demanded it, was recognized 
by the legal cases around the end of World 
War I,” coincidental but not directly con- 
nected with the first statutory sanction 
of consolidated accounting by the revenue 
acts. The early cases, however, justified 
the holding of one member of the group 
liable for the claims against another solely 
on the doctrine of agency, where the sub- 
sidiary is owned for the purpose of making 
it a mere agent, instrumentality or de- 
partment of another company.” Since 
accountants assert that one of the in- 
stances where a consolidated statement 
should be used is where the holding com- 
pany treats its subsidiaries as depart- 
ments,“ this department analogy of the 
courts, which has been reaffirmed by sever- 
al subsequent decisions, one as late as 
1952,” shows at least in this instance that 
_ 3M. J. Dix, “The Armor of the Juridical Concep- 
tion,” Georgetown Law Journal, May 1946, p. 432. 

” Quaid v. Ratkowsky, 170 N.Y.S. 812 (1918). 

3 U.S. v. Reading Co., 253 U.S. 26° (1920); H. W. 
Ballentine, ‘Separate Entity of Parent and Subsidiary 
Corporations,” California Law Review, Nov. 1925, p. 12. 


*4W. T. Sunley and W. J. Carter, op. cit., p. 318; 
W. H. Childs, op. cit., Chap. ITI. 
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the thinking of the judges is in a parallel 
vein to that of accountants. 

Other cases set up a group of tests which 
could be used as a guide to situations where 
the courts would look through the cor- 
porate entities and treat the group as one 
unit. Although known as the “Deep Rock 
doctrine” because they are laid down by 
the United States Supreme Court in a 
case with that name,” the tests are indeed 
best expressed by an article written by 
two famous authors a decade earlier in the 
Yale Law Journal” 

The first of these standards to keep busi- 
ness groups from being treated as one 
entity is that a separate financial unit 
should be set up and maintained. Thus 
where a subsidiary was left in a financially 
responsible position by the parent and 
the corporate entity preserved, it was 
held that the parent was not liable on the 
lease entered into by its subsidiary.”* 

The second standard requires that the 
day to day business of the two units should 
be kept separate.” In this regard, an early 
decision held that the lack of separate 
financial records justified the disregarding 
of the separate corporate position of the 
subsidiary.” In another case, however, the 
U. S. Supreme Court disregarded the sepa- 
rate corporate entities even though sepa- 
rate books were kept by the constituent 
companies,*! and other decisions have indi- 
cated that whether or not the affiliated 
corporations have kept separate books, 


23 Commerce Trust Co. v. Woodbury, 77 Fed. (2) 478 
(1935); Consol. Rock Co. v. Du Bois, 312 U.S. 510 (1941); 
Little Co. v. Gay Apparel Corp., 108 Fed. Sup. 762 (1952). 

% In re Deep Rock Oil Corp., 311 U.S. 699 (1940); 
Franklin Process Co. v. Western Franklin Process Co., 
31 NE (2) 364 (Ill. 1941). 

27 W. O. Douglas and C. M. Shanks, “Insulation 
from Liability through Subsidiary Corporations,” Yale 
Law Journal, 1929, p. 193. 

28 Amer. Cyanamid Co. v. Wilson Co., 51 Fed. (2) 665 
(1931); see also Berkey v. Third Ave. Ry. Co., 244 N.Y. 
84 (1926). 

( ee S.S. Co. v. Grace Co., 267 Fed. 676 
1920). 

30 Foard Co. v. Maryland, 219 Fed. 827 (1914). 

31 Southern Pac. Co. v. Lowe, 247 U.S. 330 (1918); 
Gulf Oil Corp. v. Lewellyn, 248 U.S. 71 (1918). 
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and rendered separate statements and 
reports, is only a factor to be considered in 
deciding whether the companies are dis- 
tinct corporate entities, and such methods 
of accounting are by no means decisive.” 

The third test of the ‘““‘Deep Rock doc- 
trine’”’ is that the formal barriers between 
the two management structures should be 
maintained. The question is whether the 
two corporations have the same directors 
and officers, or the management of one 
company is directly controlled by the 
other, so that they operate primarily in 
the interest of the controlling corporation. 
The test of whether the subsidiary has 
its own distinct management is in the form 
rather than the substance of the control, in 
whether it is exercised immediately and by 
means of a board of directors and officers 
left to their own initiative and responsi- 
bility in respect to each transaction as it 
arises.* The final standard the authors set 
up is that the two corporations should not 
be represented to outsiders as one unit.™ 

Many decisions on the question of con- 
sidering a corporate group as one entity 
do so on the theory that justice so requires 
it as a matter of public policy. They hold 
that the court will ignore the fiction of 
corporate entity when the circumstances 
justify it—where it is used as a subterfuge 
or blind to defeat public convenience, 
justify wrong, or perpetrate a fraud.® 
Some decisions have seen the group as one 
entity or not according to whether they 
hold that the majority stockholders are 
in a quasi-fiduciary position in relation 

2 In re Auditore’s Estate, 240 N.Y.S. 502 (1930); 
Security Savings Co. v. Portland Mills, 261 Pac. 432 
(Ore. 1927); Costan v. Manila Elec. Co., 24 Fed. (2) 383 
See Kington Co. v. Lake Champlain Co., 31 Fed. (2) 
265 (1929); Roos v. Texas Co., 68 Fed. (2) 321 (1933). 

* Doran v. N.Y.C. Inter. Ry. Co., 239 N.Y. 448 
(1925); Greenbaum v. Lehrenkrauss Corp., 73 Fed. (2) 
285 (1934); Little v. Gay Apparel Corp., 108 Fed. Sup. 
762 (1952). 

% Majestic Co. v. Orpheum, 21 Fed. (2) 720 (1927). 
Commerce Trust Co. v. Woodbury, 77 Fed. (2) 478 (1935); 


Cintas v. Amer. Car & Foundry Co., 2S Atl. (2) 418 (N.J. 
1942); M. J. Dix, op. cét., p. 455. 


The Accounting Review 


to the minority stockholders,** this rela- 
tionship having been held not to exist jn 
other jurisdictions.” 


LEGAL OPINION ON CONSOLIDATED 
STATEMENTS 


So much, then, for the theories as to 
when affiliated companies should be viewed 
as one entity; accountants, however, are 
primarily interested in the treatment of 
their brain child, consolidation accounting 
itself, by the courts. There are several 
Federal court cases which have recognized 
the tenets of affiliated group accounting 
in seeing inter-company subsidiary divi- 
dends as mere paper transactions and not 
income to the parent company,** even for 
tax purposes.*® 

The New York courts have made several 
significant decisions which seem to show 
their approval of consolidation account- 
ing, for as early as 1926 a New York Su- 
preme Court held that in apportioning 
extraordinary stock dividends between the 
life tenant and the remainderman, the 
earnings of the subsidiaries of a corpora- 
tion should be viewed as the earnings of 
the holding corporation.” The case of 
Irving Trust Co. v. Gunder" decided by 
the New York Supreme Court in 1934, is 
a leading case on the subject, and shows 
the understanding and appreciation by 
that court of consolidation accounting and 
consolidated statements, for it was held 
that it was improper for the directors to 
declare a dividend on a surplus created 
from commissions and profits on inter- 
company sales of securities. The court 
further decided that a consolidated bal- 
ance sheet was the proper one to use in 

%® Jones v. Missouri-Edison Co., 144 Fed. 765 (1906); 
Lebold v. Inland S.S. Co., 82 Fed. (2) 351 (1936). 

ma v. Transamerica Corp., 63 Fed. Sup. 243 
Om Southern Pac. Co. 0 Lowe, 247 U.S. 330 (1918); 
Gulf Oil Corp. v. Lewellyn, 248 U.S. 71 (1918). 
a Development Co. v. Comm., 120 Fed. (2) 986 


Macy v. Ladd, 219 N.Y.S. 449 (1926). 
# 271 N.Y.S. 795 (1934). 
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the situation, and employed a restatement 
of the balance sheet, eliminating inter- 
corporate transactions, to impose a large 
liability on the directors. 

A dictum in the important case of Ran- 
dall v. Bailey stated that it was the duty 
of the board of directors to appraise the 
assets petiodically, including investments 
in subsidiaries, and to declare dividends 
in accordance with that re-appraisal. This 
would indicate that the court believed in 
the adjusted cost idea in consolidated ac- 
counting of taking up on the parent’s 
books the profits earned by the subsidiary 
without waiting for dividends to be de- 
clared. It must be added, however, that 
the court allowed dividends on a reap- 
praisal surplus because the statute per- 
mitted it, and distinctly said this was so 
whether or not it was good accounting. 
Yet in a 1944 case, the New York courts 
afirmatively recognized the use of net 
earnings as established by a consolidated 
financial report and held it was in accord- 
ance with good accounting principles.“ 

But in each of the above cases men- 
tioned, the support of consolidation ac- 
counting by the courts is weak, because 
none is a clean cut opinion apart from other 
factors in the case.“ For instance, in the 
last decision mentioned above, the court 
approved of computing net earnings from 
the consolidated statement because it 
found it was the intention of the parties 
that the term in their contract “net earn- 
ings of the company” was to mean net 
earnings of the parent and subsidiary com- 
panies computed on a consolidated basis, 
and based its decision primarily on that 
point. 

As opposed to the above limited acquies- 
cence, many cases still refuse to accept the 
single entity idea in dealing with consoli- 
dated accounting problems. A 1948 de- 

@ 23 N.Y.S. 173 (1940) 

® Meyers v. Codwin, 47 N.Y.S. (2) 471 (1944), 296 


N.Y. 755 (1946) 
“W.H. Childs, op. cit., p. 19. 
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cision of the United States Supreme Court, 
previously referred to, held that even 
though the parent took all the profits of 
the subsidiary above 6 per cent for itself, the 
subsidiary was nevertheless taxable for 
its profits in full as a separate entity be- 
cause the latter was set up purely to evade 
taxes. 

A New Jersey decision against the con- 
cept of consolidated statements has caused 
considerable comment among accountants. 
A dividend was declared on the stock of a 
parent company based on a surplus which, 
only when shown on a consolidated basis 
and including profits of the subsidiary, 
was sufficient for such purposes. The court 
decided that the corporations had kept 
separate books, were separate entities, and 
that the profits of the subsidiary company 
could not enure to the benefit of the hold- 
ing company’s stockholders until the sub- 
sidiary actually declared a dividend.” The 
consensus is that, since the court based 
its decision on the idea that it would 
only go beyond the separate entity of a 
corporation in order to prevent fraud, 
deception, evasion or injustice, the issue 
of the use of a consolidated statement 
was not squarely litigated. The belief is 
therefore that the decision does not im- 
pair the value of consolidated statements 
for the purpose for which they are com- 
monly prepared—namely, to see the results 
of combined operation of the units as a 
single entity.” 


The Necessity for a Controlling Interest 


Returning now to the original plan of 
procedure outlined for this investigation, 
the first accounting principle on the sub- 
ject of consolidated reports to be studied 
states that these statements are to be 
used only when the holding company owns 

4 Nat'l. Carbide Corp. v. Comm., 336 U.S. 422 (1948). 

® Cintas v. Amer. Car & Foundry Co., 25 Atl. (2) 418 
(N.J. 1942). 

47T, W. Leland, Contemporary Accounting, Amer. 
Inst. of Accts., 1945, Chap. I, pp. 5-6; see also Dohme 
v. Pac. Coast Co., 68 Atl. (2) 490 (N.J. 1949). 
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a controlling interest in the affiliated 
corporation.** This rule seems to have the 
unanimous approval of accounting au- 
thorities.“* While the Internal Revenue 
Acts make ownership of 95% of the voting 
stock the prerequisite to the use of a con- 
solidated return,®® most accountants agree 
with the Securities and Exchange Commis- 
sion in requiring that if more than fifty 
per cent of the voting stock of the subsidi- 
ary be owned by the parent, it is considered 
to have control and a consolidated state- 
ment may be used.™ Others in the profes- 
sion, however, feel that the important 
basis for consolidation accounting is uni- 
fied control, the concept of a single eco- 
nomic unit, and that such control may 
exist in some situations with less than a 
majority ownership.™ 

The legal cases directly in point with 
this principle are few and for the most 
part their decisions are negative in char- 
acter. Three Federal court cases, discuss- 
ing the aforementioned agency doctrine 
for viewing a group of corporations as one 
entity, hold that a majority or total owner- 
ship of the stock of one corporation by 
another is not enough by itself construc- 
tively to merge them or make one the im- 
plied agent of the other. The New York 
case of Irving Trust Co. v. Gunder,™ pre- 
viously referred to, which gave some ap- 
proval to the use of consolidated state- 
ments, involved subsidiaries which were 
90% and 96% owned by the holding cor- 
poration, so that the court’s view on the 

T. Sanders al., op. cit., pp. 101-102. 

4°'W. A. Paton, Advanced Accounting, pp. 751-752; 
H. A. Finney, Principles of Accounting, Advanced, pp. 
286-288; W. T. Sunley and W. J. Carter, op. cit., p. 333; 
T. W. Leland, op. cit., Chap. I, p. 5; Examination of 
Financial Statements, p. 5. 

5 Section 141 (d). 

51 SEC Reg. S-X, Art. 4, Rule 4-02; B. B. Greidinger, 
Preparation and Certification of Financial Statemenis, 
Ronald, 1950, p. 304. 

& A. A, Berle, Jr. and F. S. Fisher, Jr., op. cit., p. 598; 
M. Moonitz, op. cit., pp. 23, 29-30. 

53 Gillis v. Jenkins Co., 84 Fed. (2) 74 (1936); Haskell 
v. McClintic-Marshall Co., 289 Fed. 405 (1923); Martin 


v. Development Co., 240 Fed. 42 (1917). 
4 271 N.Y.S. 795 (1934), 
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subject of majority ownership may be 
inferred from its acceptance of the con- 
solidated figures in the situation. The 
question of the percentage of stock owner. 
ship was not, however, a true issue in the 
case. 

The decisions involving disputes under 
the Internal Revenue Acts are, of course, 
merely constructions of the wording of the 
statutes, and therefore do not truly indi- 
cate the attitude of the courts on the sub- 
ject. They concern themselves primarily 
with the decision that preferred stock 
which is non-voting need not be counted 
in arriving at the 95% ownership of a 
subsidiary’s stock which is required under 
the acts before a consolidated tax return 
may be used.® 


Eliminating Inter-Company Balance Sheet 
Items 


The next principle, that the liabilities of 
one member of the consolidation to an- 
other member which lists them as assets 
should be eliminated or cancelled out for 
both corporations,® has been accepted 
by just about all the authorities on ac- 
counting.” Although Berle and Fisher say 
that the law is silent on the point,** there 
appear to be several cases which directly 
decide on the principle, or from which 
the court’s attitude on the subject may at 
least be inferred. 

Among the legal opinions which are in 
disagreement with the accounting princi- 
ple in question are a decision of the United 
States Supreme Court®® which held that 
the liability of a holding company to its 
subsidiaries, rather than being eliminated, 


55 Pioneer Parachute Co. v. Comm., 162 Fed. (2) 249 
(1947); Wurlitzer Co. v. Comm., 81 Fed. (2) 971 (1936); 
Doernbecher Mfg. Co. v. Comm., 80 Fed. (2) 573 (1935). 

5 T. Sanders e# al., op. cit., pp. 102-103. 

57 W. A. Paton, op. cit., pp. Wh9-773: H. R. Hatfield, 
Modern Accounting, p. 443; M. Moonitz, op. cit., pp. 
45—46; W. H. Childs, op. cit., pp. 114, 134; H. A. Finney, 
op. cit., p. 221. 

58 Op. cil., p. 599. 

59 Taylor v. Standard Gas Co., 306 U.S. 307 (1938). 
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would remain a valid and subsisting obliga- 
tion where minority stockholders were in- 
volved; and an Illinois court decision, pre- 
viously referred to,” that a creditor parent 
company can share with other creditors 
in the assets of its subsidiary, and thus 
did not eliminate the inter-corporate 
obligations. 

A New York Surrogate’s Court held 
that evidence that an asset or liability 
item was due from or to a subsidiary of 
the corporation, on the books of which 
such an item was carried, did not of itself 
warrant the elimination of the item; and 
an Oregon court made its rejection of the 
accounting principle even stronger by 
holding that eliminations on consolidated 
statements are not such a legal set-off of 
the inter-corporate obligations as to 
amount to payment.™ 

Not all the decisions oppose the account- 
ing principle, however, for some seem to 
be in agreement with it. A New York 
decision held that it was not perjury for a 
bank to exclude from among its assets the 
real property of its subsidiary which had 
been foreclosed by the parent bank.® A 
Federal court decision®™ recognized the 
difference between the indebtedness of 
outsiders and that of a subsidiary to its 
parent, for it held that the parent’s state- 
ment should show that the note receivable 
is a note of a subsidiary or affiliated com- 
pany. The court commented that testi- 
mony conflicted as to whether good ac- 
counting practice required this procedure. 

Several cases involving consolidated 
income tax returns made by affiliated cor- 
porations hold that there cannot be deduc- 
tions of amortized discount on bonds which 
were issued by one of the affiliates and were 


% Franklin Process Co. v. Western Franklin Process 
Co., 31 NE (2) 364 (Til. 1941). 

© In re Auditore’s Estate, 240 N.Y.S. 502 (1930). 

® Security Savings Co. v. Portland Mills, 261 Pac. 432 
(Ore. 1927). 

® People v. Grout, 161 N.Y.S. 718 (1916), 222 N.Y. 
521 (1916). 
* O’Connor v. Ludlam, 92 Fed. (2) 50 (1937). 
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purchased and are held by the other, since 
the anticipated payment of the face of the 
bonds at maturity, which alone gives 
occasion for amortizing the discount, is an 
inter-company transaction.® 

In a 1948 decision, the United States 
Supreme Court stated that loans by the 
parent to subsidiaries were really con- 
tributions to the capital of the latter, 
rather than indebtednesses of the subsidi- 
ary, thereby perhaps indicating that the 
court may be in some agreement with the 
elimination principle of the accountant. 
Since the major holding of the decision 
saw the profits of the subsidiary as separate 
from those of the holding company, it 
might seem, however, that the court in 
general still frowned upon consolidated 
statements and accounting. 


Assets and Liabilities Shown in Full 


The next principle, too, is accepted by 
practically all accountants.* It states that 
the full amounts of the assets and liabilities 
held by the constituent corporations 
should be shown on the consolidated state- 
ment and not merely the pro-rata share 
of the holding company.*®* While no legal 
cases directly in point could be found, two 
decisions may throw some light as to the 
opinion of the law on this principle. 

A decision of the United States Supreme 
Court that the liability of the parent to 
its subsidiary is still valid, at least as re- 
gards the minority stockholders of the 
subsidiary,® might, by a stretch of reason- 
ing, be said to indicate that the court 
believes that the full amount of the liabil- 
ity should be shown (and not eliminated). 


6 Old Mission Co. v. Helvering, 293 U.S. 289 (1934); 
Gulf RR v. Helvering, 293 U.S. 295 (1934); Southern Ry. 
v. Comm., 74 Fed. (2) 887 oo Chi. RL. & P. Ry. v. 
Comm., 47 Fed. (2) 900 (1930 

% Nat'l. Carbide Corp. v. a 336 U.S. 422 (1948). 

 H. G. Guthman, Analysis of Financial Statements, 
p. 487; M. Moonitz, op. cit., p. 85; W. A. Paton, op. cit., 
p. 803; H. A. Finney, op. cit., “4 fae 

Sanders, al., op. cit., 

69 Taylor v. Standard Gas Co., P00 U.S. 307 (1938). 
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Whether this holding is truly in point 
with the accounting principle is question- 
able. 

In a case decided in 1917,” the same 
court.was construing a state statute taxing 
the assets of a railroad holding corporation, 
and held that the entire value of the con- 
trolled subsidiary, and not merely a por- 
tion corresponding to stock interest of the 
holding company, should be used in com- 
puting the total unit. This, it would seem, 
might certainly be considered an indica- 
tion that the court approves of the ac- 
counting principle presently under con- 
sideration. 


The Showing of Minority Interests 


The next principle avers that minority 
interests should be shown and should 
include both capital and surplus, the 
amount of each of which should be sepa- 
rately shown.” While all accountants seem 
to agree that minority interest should def- 
initely be shown in the consolidated bai- 
ance sheet,” some believe the separate 
showing of the amount for capital and for 
surplus is unnecessary,” or at least that it 
should be done only where the separate 
showing would be significant.“ This ques- 
tion is one of the items listed in Newlove’s 
Table of Disputed Accounting Points.” 
While no cases could be found on the sub- 
ject, it is of interest to note that the 
Securities and Exchange Commission has 
made this separate showing mandatory 
for holding companies reporting to it.” 


( — & N. Ry. v. Greene, 244 U.S. 522, 549 
191 

™ T. Sanders e# al., op. cit., p. 105. 

™ W. A. Paton, op. cit., p. "303; T. W. Leland, op. 
cit., —— V. p. 5; Examination of Financial Statements, 
p. 6; A W. Johnson, Advanced Accounting, p. 123; H. A. 
Finney, op. cil., p. 263. 

3H. A. Finney, Consolidated Statements, p. 22; W. A. 
Paton, op. cit., p. 803; W. E. Karrenbrock and H. 
Simons, Ad a Accounting, p. 189. 


™ B. B. Greidinger, op. cit., p. 314. 
% G. H. Newlove, Consolidated Statements, Heath, 
1948, pp. 49-51. 
SEC Reg. $-x, Art. 4, Rule 4-07. 
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Pre-Existing Surplus Not Shown 


The next principle, that the pre- existing 
surplus of acquired subsidiaries, as such, 
ordinarily should not appear in the bal. 
ance sheet of the holding company,” has 
the unqualified support of the accounting 
authorities.”* It seems, however, to have 
received little attention from the courts. 

The opinion of the law may perhaps be 
inferred from one decision which is, how- 
ever, not exactly in point. In a situation 
involving a consolidated tax return, a 
Federal court’® would not permit the hold- 
ing company to deduct losses of the sub- 
sidiary prior to the date of its acquisition 
by the parent. It might therefore be said 
that, by a stretch of reasoning, conversely, 
the court would not want a holding com- 
pany to show the undistributed profits 
of its subsidiary prior to the date of its 
acquisition. 

Elimination of Inter-Company Profiis 

The final accounting principle with 
reference to consolidated statements is 
that inter-company sales and inter-com- 
pany profits are to be eliminated from the 
consolidated income statement.* This rule, 
which is endorsed by all accounting au- 
thorities, may be expanded to say that a 
consolidated income statement will omit 
inter-company transfers from cost of 
goods sold, and will include as sales and 
services income only sales and service to 
customers outside the consolidated group." 

There are many legal cases that discuss 
this principle, but give the impression of 
confusion in the legal opinion on the sub- 
ject. The previously mentioned leading 

T, Sanders et al., cit., pp. 95, 105. 

7G. O. May, Financial Accounting, p. 81; H. R. 
Hatfield, op. cit., p. 453; H. A. Finney, Consolidated 
Statements, p. 17; R. Amory, Jr., 
img, p. 606; W. H. Childs, op: cit., 

79 Comm. v. Petroleum ieiaetinet Co., 75 Fed. (2) 
189 (1935). 

8° T. Sanders, et al., op. cit., p. 106 

8 W. T. Sunley and W. J. Carter, op. cit., pp. 377- 
378; W. H. Bell, Accountants’ Reports, p. 191; Examina- 


tion of Financial Statements, p. 6; W. H. Childs, op. cil., 
pp. 134-135; M. Moonitz, op. cit., pp. 46-47. 
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New York case of Irving Trust Co. v. 
Gunder® specifically called for the elimi- 
nation of inter-corporate profits, in this 
case the gains arising from commission on, 
and profits on the selling price of, inter- 
company transactions in securities. 

A 1929 Federal case would not recognize 
inter-company profits,“ and another Fed- 
eral court in 1946 also agreed with the 
above accounting principle in authorizing 
the elimination of inter-company service 
fees in the accounting of a holding com- 
pany system.™ An earlier Federal decision 
required the value of a fixed asset to be 
based on cost rather than selling price in 
an inter-company sale, and thus elimi- 
nated an inter-corporate profit,™ and two 
other Federal cases held that operating 
losses of a subsidiary reduce the parent’s 
loss on liquidation of the subsidiary, 
though they were used in the consoli- 
dated tax return to reduce the income of 
the subsidiary.** Furthermore, several 
decisions required the elimination of inter- 
company profits in inventories,® a point 
upon which not all accountants are in 
complete agreement.** 

Yet, on the other side of the picture, a 
Federal court in 1934 held that where a 
subsidiary had dealings entirely with a 
parent, though they were inter-company 
transactions, the gains or losses may not 
be excluded from consolidated income for 
tax purposes.® Still another Federal court 
decision held that interest paid by a sub- 
sidiary to its holding company on a note 


® 271. N.Y.S. 795 (1934). 
Bank v. Comm., 39 Fed. (2) 58 (1929). 
% Amer. Power & Light Co. v. S.E.C., 158 Fed. (2) 
771 (1946). 
on Portland Cement Co. v. U.S., 44 Fed. (2) 92 
). 

% Greif Cooperage Corp. v. Comm., 85 Fed. (2) 365 
(1936); Amer. Tobacco Co. v. Bowers, 94 Fed (2) 1010, 
305 U.S. 602 (1938). 

87 Magnolia Petroleum Co. v. Thomas, 151 Fed. (2) 
1008 (1945); Aluminum Corp. v. U.S., 67 Fed. (2) 172 
(1933); Packard Co. v. U.S., 39 Fed. (2) 991 (1929). 

G. H. Newlove, op. cit., pp. 49-51; H. 
Principles of Accounting, Advanced, pp. 273- 
ee Refining Corp. ». Helvering, 72 Fede (2) 177 
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should be included in the parent com- 
pany’s gross income,*® and thus did not 
permit the elimination of this inter-com- 
pany profit. 

Thus exactly what the law is on this ac- 
counting principle is not quite clear, but 
it is believed that in situations where a 
consolidated statement should be used, the 
courts would agree that inter-corporate 
profits should be eliminated. This may be 
inferred from the distinction made in a 
recent Federal court decision, where the 
court said:*! “Consolidated statements 
treat parent and subsidiaries as one busi- 
ness and reflect all revenues realized by 
subsidiaries as having been realized by the 
parent whether dividends have been paid 
or not. Corporate statements, on the other 
hand, reflect as income only such revenues 
as have been received by the parent from 
the subsidiaries.’ This is of course a recog- 
nition of the distinction between what the 
accountant calls the adjusted cost or inter- 
department approach, and the cost or arms 
length approach to the methods of setting 
up a consolidated statement.” Since, in 
this case, all the operating subsidiaries 
of the parent corporation were located in 
foreign countries, the court gave greater 
weight in this instance to what it called 
corporate figures, rather than the con- 
solidated figures, because it felt that the 
income of these subsidiaries should not be 
considered as income of the parent until it 
is definitely received by the holding cor- 
poration. Thus, the court not only recog- 
nized the concept of the consolidated 
statement, but justified why it believed 
such a statement should not be used, and 
the profits of the subsidiary considered 
separate from that of the parent company. 


CONCLUSION 
Thus it can be seen that, by and large, 
( a re N.Y. Ont. & West. Ry. Co., 161 Fed. (2) 518 
1947). 
Inve Amer. & Foreign Power Co., 80 Fed. Sup. 514, 
527 
H. Childs, op. cit., Chap. IIT. 
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while the law courts today will accept a 
consolidated statement when directed to 
do so by a statute, they are often still 
loathe to lend it credence in many other 
situations. This is doubtless caused by the 
different approach of accounting and the 
law to the question of using consolidated 
statements. Whereas the accountant looks 
at the consolidated report as an impersonal 
source of facts of the condition and opera- 
tions of the group from the sole standpoint 
of the parent company,” the courts ap- 
proach these statements as a source of 
evidence for the determination of the 
justice between several conflicting claims 
and interests—whether parent, subsidi- 
ary, majority or minority stockholders, 
or third parties, and will accept as a proper 
rule for a financial statement only that 
which will aid in the determination of that 
justice. 

A second factor which has entered into 
the treatment by the courts of these state- 
ments has been the fact that in few situa- 
tions the court approached the problem as 
purely an accounting one. Usually the case 


% H. A. Finney, op. cit., footnote on p. 274. 
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has involved mainly some entirely differ. 
ent difficulty between the parties to the 
litigation, and in deciding on that ques. 
tion, the court has incidentally and of 
necessity arrived at a conclusion which 
affects a principle of accounting. This it 
did often without even consciously real- 
izing it was approving or disapproving 
an accounting tenet, but made its decision 
on the accounting principle in accordance 
with what would further the legal objective 
in view.“ Another point that colors the 
decisions is the fact that many of the 
opinions are construing statutes, and the 
courts are bound to carry out the letter 
and spirit of that legislation, whether or 
not it conforms with good accounting.” 
In conclusion, however, it may indeed 
be said that the principles of consolidation 
accounting are at least now well under- 
stood by the law, and that the courts 
will doubtless apply these principles in 
situations in which they believe the use 
of a consolidated statement is justified. 


% H. W. Ballentine, Ballentine on Corporations, Cal- 
laghan, 1946, p. 529. 
% Randall v. Bailey, 23 N.Y.S. (2) 173, 179 (1940). 
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lines will not bear any resemblance 

to Dumas pére’s 1st sequel to Les 
Trois Mousquetaires. In the early 1930’s 
the present writer addressed a meeting of 
representatives of the High School Princi- 
pals and Vocational Advisers of the Metro- 
politan District (N.Y.). The topic was 
“The Outlook for Accounting Students in 
Accountancy.”’ A comparison of present 
day opportunities with those of that 
period may be helpful to accounting teach- 
ers in acquainting students with the cur- 
rent facts of life in public and private 
accounting. 

The Auditing branch of accountancy 
has become a must in all lines of endeavor. 
This fact and the accelerated trend toward 
the adoption of the natural business cycle 
for annual closings and financial reports, 
have resulted not only in a greater demand, 
but also provide a wider spread of work, 
for accountants, which makes tenure of 
staff employment more secure than when 
most engagements were scheduled for the 
early months of the calendar year. 

Practitioners are ever on the alert for 
promising neophytes, hence graduates of 
collegiate schools of business are reason- 
ably certain of positions, and, the immedi- 
ate monetary reward is considerably high- 
er to a beginner than it was in the decade 
next preceding the Second World War. 
Chances for promotion, too, are better 
than heretofore because of the internal 
growth of accounting firms, and the diver- 
sification of clientele activities which offers 
chances for specialization. As always, ad- 
vancement depends upon the aptitude of, 
and the interest displayed by, the em- 
ployee. Interest may be shown by close 
observation while auditing, and later 
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offering suggestions to the staff leader for 
improvements in clients’ accounting sys- 
tems, and for procedural changes in the 
audit programs to conform with altered 
conditions in the concerns under audit. 
A desire to keep abreast of accounting 
and tax changes by study of the leading 
accounting and tax journals, supplemented 
by a broad reading program of classical 
literature will attract the attention of the 
principals and bring recognition. Also, the 
acquisition of the CPA certificate is an 
indication of sincerity in the decision to 
make public accounting a career. 

What has been written here thus far 
concerns the college student contemplating 
permanent employment on the staff or a 
public accounting firm. If the intention is 
ultimately to establish one’s own practice, 
further consideration is in order. Indica- 
tions of the tremendous growth in ac- 
countancy practice are the staff expansion 
and the establishment of numerous branch 
offices by the large accounting organiza- 
tions, which permit intensive specializa- 
tions. Viewing the matter realistically, 
business today is a complicated affair, 
and clients demand services far beyond 
those of the early decades of the 1900’s, 
which makes it difficult for practitioners 
with small staffs. Recognition of the situa- 
tion may be the reason for the number of 
consolidations of accounting firms since 
World War II. It therefore behooves the 
accountant desirous of hanging out his 
own shingle to be prepared to offer ex- 
ceptional service in his community. To 
this end it is suggested that holders of the 
CPA certificate equip themselves with 
something in addition to an education in 
accounting. The supplementary training 
will depend upon the inclinations and apti- 
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tudes of the individual; if they be toward 
factory management, costs, and kindred 
lines, engineering would be a suitable com- 
panion profession. Should the leaning be 
in the direction of taxation, the CPA would 
be well advised to enroll in a recognized 
law school; through their varied studies 
and practical experience with business 
affairs, accountant-lawyers are in a far 
better position to advise clients than a 
professional trained only in accounting or 
law. 

In addition to public practice, another 
great field in which accountancy educa- 
tion is useful is private employment, in 


business, government, institutional, and 
teaching. In all of these activities there are 
important, highly rewarding, positions to 
which qualified persons may aspire. 

In conclusion it may be said that the 
outlook is brighter, the monetary rewards 
greater, and the chances for preferment 
better, than they were twenty years ago 
for accounting students who take to heart 
Longfellow’s words: 


“The heights by great men reached and kept 
Were not attained by sudden flight 
But they, while their companions slept 
Were toiling upward in the night.” 
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USING SUPPLEMENTARY DATA TO 
INTERPRET REPORTED INCOME 


Norton M. BEDFORD 
Associate Professor, Washington University 


never been set forth clearly by ac- 

countants but there seems to be an 
assumption that its basic nature is that of a 
report on certain of the activities of a busi- 
ness entity. That is, by the content and 
form of the typical income report, there is 
an implication that it is essentially an ac- 
tivity statement in which are reflected 
certain of the operations of the entity 
being reported upon. In accordance with 
this view, the detailed presentation in the 
income statement of the expenses of the 
frm may be considered a procedure 
which reveals the activities of the firm 
and to some degree provides a basis for 
estimating the efficiency with which they 
were performed. It is singular, however, 
that this apparent endeavor of accountants 
to reveal activity has failed to provide for 
an itemization of those activities repre- 
sented by the income of the firm. As a 
result, an investor, attempting to evaluate 
the activities of a firm by a study of in- 
come reports, might gather some informa- 
tion by an examination of the expenses of 
the firm but would remain largely unin- 
formed as to how and in what manner the 
income was provided. It is the purpose of 
this paper to examine means and methods 
by which the nature of the source of the 
reported income of a firm may be revealed, 
as well as to review the nature of some of 
the expense items. 

From a rather broad point of view, the 
revenue of a firm may be considered a 
measure of the values which the business 
firm has rendered to its customers and for 
which the customers have agreed to make 
payment. In this sense revenue is a com- 
position of values acquired from outsiders 


T= nature of the income report has 


in the form of expenses and values added 
by the entity in the form of income. Also, 
from this view, the activities of a business 
firm may be considered as the process of 
acquiring values from outsiders, rearrang- 
ing such values in different forms and in 
the process adding values itself both 
types of which are then disposed of to 
customers. Therefore, a report on the ac- 
tivities of the firm should include not only 
a measure of the different types of values 
acquired from outsiders and the efficiency 
with which such are used but also a meas- 
ure of the income activities of the firm. 
Of course, if the reported income is all 
from the same activity and of the same 
nature, there is little to be done in report- 
ing income activities, but if reported in- 
come is a composition of various activities 
of different nature, there must be some- 
thing incongruous with a procedure which 
presents the nature or source of the various 
element of expenses and fails to provide 
such detail for income. 

In a somewhat different sense, this 
paper is a plea for a disclosure of the source 
of the income reported by a business en- 
tity. Various articles have pointed to the 
need for breaking down the reported in- 
come into that accruing to various classes 
of investors in the firm. But there are few 
attempts in the literature of accounting 
to set forth a method for providing for a 
disclosure of the elements or sources of 
the income reported. Of course, as noted 
above, if income is all of the same general 
element and from the same general source 
and in general homogeneous, there is no 
need to break it down into elements or 
sources in such detail that little significance 
can be attached to the items thereby dis- 
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closed. This suggests that reported income 
should be analyzed only when there are 
significantly different elements included. 

However, there is ample evidence to 
indicate that the reported income of a firm 
is not a homogeneous item and often con- 
tains significantly distinct elements. For 
example, the operations of a flour mill are 
not satisfactorily described by a reported 
income of $50,000 when the cost of the 
grain used is $150,000 below the market 
price due to speculative buying. An ade- 
quate presentation should reveal the 
$150,000 of income from advantageous 
buying as well as the $100,000 of loss from 
operations. 

There is some support in current ac- 
counting writings for the position that the 
reported income of a firm should be pre- 
sented in detail. It appears in the sugges- 
tions to eliminate or separately report that 
portion of reported income which is due to 
a change in the purchasing power of 
money. The result of such a suggestion is 
an implication that reported income is a 
composition of two elements; namely, the 
portion due to the changed purchasing 
power of money and the portion due to 
the recognized economic earnings of the 
firm. From the point of view outlined 
above, however, it seems evident that the 
problem of dollars of different purchasing 
power in the income statement is merely 
part of the general problem of presenting 
the elements of reported income. There- 
fore, it is appropriate to bring up at the 
present time the entire problem of fully 
disclosing the activities resulting in the 
reported income, for it is undoubtedly 
true that at times it is much more impor- 
tant to disclose separately some elements 
of reported income other than the element 
due to the changing purchasing power of 
money. For example, it is almost mislead- 
ing to report without comment a high 
income for a firm at the present time when 
the major element of such income is due 
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to war production which, it may be hoped, 
will cease in the near future. Surely, from 
the point of view of an investor, a disclo- 
sure of the nature of such temporary income 
is more important than a disclosure of the 
portion of reported income due to the 
changing purchasing power of money, 
Thus, adjustments for price changes ap- 
pear as only part of the general problem 
of reporting income activity. 

Any attempt to itemize the elements 
into which reported income should be 
broken down can be no more fruitful than 
an attempt to set forth the exact classifica- 
tion into which all expenses should be pre- 
sented. However, the problem is just as 
compelling, especially, when one considers 
the great development of the corporate 
form of business entity whereby one corpo- 
ration may actually be engaged in several 
diverse and scattered operations. As long 
as a business firm engages in only one type 
of activity, the nature or source of the re- 
ported income may be so nearly similar 
that disclosure of its elements is unneces- 
sary for most investment purposes. But 
as diversification takes place, it seems well 
for accountants to recognize the divergent 
roles played by the firm and reveal to 
some degree the sources of the reported 
income. Such has ever been the task of the 
managerial accountant, for management 
desires information on the activities of the 
various segments of the firm. Of course, 
as long as a firm does not vary too greatly 
in its operations, an overall income report 
is generally satisfactory for investors. But, 
in a sense, the typical report of a large 
corporation is a composition of several 
reports which would otherwise have been 
rendered if business units had remained 
small. This suggests that if accounting is to 
keep up with the changed economic en- 
vironment of large firms with diverse inter- 
ests, it must drop the old view of a single 
item for reported income and endeavor to 
reveal in one report the same information 
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Using Supplementary Data to Interpret Reported Income 


which would otherwise have been disclosed 
had business firms remained smaller and 
several reports rendered. 

There are at least three approaches to 
the problem of implementing the general 
objective of revealing income activity. In 
the first place, it is possible to reclassify 
the expenses of the firm in such a manner 
as to reveal the manner in which the ex- 
penses were used. Since income is ordinar- 
ily the result of applying expenses to situa- 
tions, an investor might obtain an under- 
standing of the income activities by exam- 
ining the manner in which expenses were 
used. Something along this line might 
well be one of the objectives of various 
articles suggesting a functional classifica- 
tion of expense in place of the natural 
classification so often used. However, there 
are several objections to the use of this 
method for revealing income activities. 
The most important theoretical objection 
is that there is no necessary relationship 
between income and expense and it is not 
impossible for the application of a large 
amount of “expense” in one direction to 
result in a nonproportionate amount of in- 
come activity. On the practical side, the 
natural classification of expenses is so far 
imbedded in conventional accounting pro- 
cedures that an endeavor to change the 
classification is a long-range project while 
the need for revealing income activity is an 
immediate problem. 

A second possibility is to include as an 
integral part of the income report an item- 
ization of the elements or sources of re- 
ported income. However, a study suggests 
that this too should be rejected on the 
grounds that in most cases an accurate 
determination of the income arising from 
various sources is not feasible and the in- 
clusion of approximations in the income 
report may permit excessive subjective 
material in the accounting reports. Fur- 
ther, it is to be expected that different in- 
vestors might wish to classify sources of 
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income in a manner different from that 
used by the reporting accountants. 

This leaves, as a third approach, the 
possibility of using supplementary data to 
interpret the nature and source of the re- 
ported income. The suggestion has been 
made that accountants should include as a 
separate sectional part of their reports 
certain more or less standardized supple- 
mentary data.! The use of such supple- 
mentary data seems to afford the best ap- 
proach to the problem of revealing income 
activity. By its use an investor may make 
several analyses of the accounting state- 
ments and possibly classify the elements 
of reported income in different ways and 
thus obtain a better picture of income ac- 
tivity that would be afforded by any ar- 
bitrary presentation by accountants. How- 
ever, this places on the accountant the 
burden of providing the supplementary 
data to make such analyses. Therefore, it 
is believed that the inclusion of a supple- 
mentary information statement as a part 
of the annual report should be recognized 
as a part of the accounting report. As a 
minimum, this statement might take the 
following form. 


The XYZ Company 


Supplementary Data for the Interpretation 
of the 195X Income Report 


I. Statement of procedures in preparing the in- 
come report. 
. The time of revenue recognition. 
. The method of determining merchan- 
dise cost of sale. 
. Depreciation procedures. 
. Maintenance and repair policies. 
. The items included as a cost of prod- 
ucts. 
. Other procedures which might vary 
from that used by another firm. 
II. Supporting schedules to explain activities re- 
ported. 
A. Alternative practical computations 
possible for each of the procedures fol- 
lowed, as indicated in Section I. 


HOQ 


1 THE ACCOUNTING REviEw, XXVII, 195-201. 
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. Expenses classified as fixed and vari- 

able. 

. Expenses classified on a functional 
basis. 

. Types of products sold and arranged 
according to their profitability. 
Classes of customers. 

. Manufacturing cost of sales schedule 
classified on both a functional and 
natural basis. 

III, Data for estimating activities under different 

concepts of income. 

A. Index numbers disclosing the trend of 
prices of expenses and revenues. 

B. The time lag between the acquisition of 
goods and services and their use in pro- 
viding revenue. 

C. The degree of completeness of work-in- 
process. 

D. The extent the distribution and ad- 
ministration efforts were directed to- 
ward future revenue. 

E. The results of all activities of the firm 
with stock or bondholders. 

IV. Data related to the future operations of the 

firm. 

A. A description of the management. 

B. Research developments in process or 
completed. 

C. Agreements with outsiders which will 
bear on future operations. 

D. Legal opinion on dividends, contracts, 
and contingent liabilities. 

E. The balance sheet. 

V. Trends. 

A. Revenue by products and type of cus- 
tomers. 

B. Expenses by types and functions. 

C. Other information indicative of the 

general growth of the firm. 


A 


The accumulation of the type of supple- 
mentary data suggested above is not an 
insurmountable task and should the much 
discussed revolution in accounting systems 
due to the development of electronic 
“brains” prove practical, it will undoubt- 
edly be possible to expand the supple- 
mentary information beyond that sug- 
gested. 

Since any specific interpretation of re- 
ported income is dependent upon the situa- 
tion and problem facing the investor, it 
does not seem appropriate here to enter 


The Accounting Review 


into a specific analysis of an income report. 
However, it does seem appropriate to indi. 
cate in a general way some of the informa. 
tion which might be revealed either by the 
supplementary information or an analysis 
of it. The following list is purposely re. 
stricted, for an almost indefinite list is 
possible. On the other hand a survey of 
economists and financial analysts indi- 
cated that the type of information item- 
ized below is the type which is often sought 
and not found in accounting reports. In 
terms of elements of reported income, this 
information may be listed in the following 
manner. 

1. The amount due to war production, as indi- 
cated by a type of customer analysis. 

2. The amount due to changing prices, as indi- 
cated by a comparison of price trends of ex- 
penses and revenues and giving consideration 
to the time lag between the acquiring of goods 
and services and their use in providing revenue. 

3. The amount due to advantageous buying, as 
reflected by the extent to which any given ex- 
penditure is below the price level for that type 
of expenditure. (This would possibly require 
the computation of a standard deviation of 
prices over a period of time to indicate the ex- 
tent of this amount.) 

4. The amount due to inadequate or excessive 
depreciation and maintenance (the individual 
investor’s view) as indicated by the possible 
alternative procedures. 

5. The amount of differential income, which 
might be computed by adding fixed expenses 
back to the reported income. 

6. The amount due to various segments of the 
operations, as revealed by a study of custo- 
mers, products, and functions. 

7. The amount due to prior periods efforts as re- 
flected by orders filled in the current period 
which were taken in previous periods. 


In addition to the type of information 
revealed above, it is possible for an indivi- 
dual investor to develop additional analy- 
sis through the use of statistical tech- 
niques. For example, the use of statistical 
quality control methods often reveals sig- 
nificant relationships. Also, the conversion 
of time series data to frequency charts 
sometimes is revealing. 
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Using Supplementary Data to Interpret Reported Income 


In summary, the need for the presenta- 
tion of information on income activities 
has been indicated and consideration has 
been given to the use of supplementary 
data as a means of disclosing the elements 
of reported income. While the results ob- 
tained are not accurate determinations, 
they do represent rough approximations 
which should prove beneficial to investors. 
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It seems that the development of this 
technique coupled with the presentation 
of additional supplementary information 
of both legal and economic nature to which 
are applied additional statistical tech- 
niques will do much to clear up the gen- 
erally neglected area of accounting for in- 
come activities. 
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THE GENESIS OF COST CONTROL 


PAuL CROSSMAN 
Associate Professor, University of Omaha 


HE PRESENT EMPHASIS upon cost 
control may tend to indicate that 
this is a comparatively new function 
of accounting and management. This is 
not the case, however, inasmuch as two 
or more centuries ago a few writers ex- 
pressed the idea that the accounting re- 
cords should supply data useful to man- 
agement in controlling costs. In fact, Gar- 
ner states: 

. .. Certain modern cost techniques and prac- 
tices had their origin in the period 1400-1600. 
Even the purposes of the early systems appear 
modern, in that they were set up (1) to establish 
accounting control over the steps of production 


and (2) to curb wastes in the use of material and 
labor.! 


However, he also points out that litera- 
ture on cost accounting was conspicuous 
by its rarity before the beginning of the 
Industrial Revolution.? 

Accordingly, the available literature of 
the eighteenth and nineteenth centuries 
has been examined to discover when the 
idea of controlling costs was first rather 
clearly expressed and to trace the steps 
which were subsequently taken in devel- 
oping the function of cost control. 

Hamiiton, in a discussion of ‘“Trades- 
mens Accompts,” was one of the early 
authors who included material related to 
cost control in his writings. For example 
he proposed that cost data should be re- 
corded in more detail than was customary 
in the usual journal or ledger and he recom- 
mended keeping departmental records to 
determine the resulting gain or loss on each 
principal activity.’ 

1S. Paul Garner, “Historical Development of Cost 
Accounting,” Tue AccounTING REviEw, October, 1947, 
pp. 386-87. 

2 Loc. cit. 


* Robert Hamilton, An Introduction to Merchandise, 
2nd ed., Edinburgh, 1788, pp. 486-88. 


Hamilton apparently recognized the 
value of comparison as a technique of cost 
control because this statement appeared 
in his explanation of “‘A Book of Wages,” 
“Tn some trades, it may be convenient to 
keep the book of wages in the form of a 
ledger, and allot an accompt for each 
journeyman, where the quantity and the 
value of the work he performs is entered.” 
In subsequent paragraphs he used the 
word “value” in the sense of selling price, 
therefore, this book probably was used for 
custom work (in which the material was 
furnished by others), with each account 
being debited for wages paid and credited 
for income received. Thus, this record pro- 
vided a comparison between cost of wages 
and the related selling price which was 
valuable information for control purposes. 

It is of interest to note that Hamilton 
covered the subject of ““Tradesmens Ac- 
compts” (an early discussion of cost ac- 
counting) in approximately two pages. 

Some fifty years later, another author 
pointed out the need for keeping and an- 
alyzing manufacturing costs by stating: 

The great contribution introduced by ma- 
chinery, and the application of the principle of the 
sub-division of labour, render it necessary for 


each producer to be continually on the watch, to | 


discover improved methods by which the cost of 
the article which he manufactures may be re- 
duced; and, with this view, it is of great impor- 


tance to know the precise expense of every proc- | 


ess, as well as the wear and tear of machinery 
which is due to it. 

One of the first advantages which suggests it- 
self as likely to arise from a correct analysis of the 
expense of the several processes of manufacturer, 
is the indication which it would furnish of the 
course in which improvement should be directed 


4 Ibid., p. 487. 
5 Charles Babbage, On the Economy of Machinery and 


Manufacturers, London: Charles Knight, 1832, pp. 203- 
04. 
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In addition to emphasizing the need for 
detailed cost information classified by de- 
partments, Babbage also stressed the fact 
that cost analysis is a basic part of cost 
control. Furthermore, he set forth the 
close relationship which exists between 
controlling costs and reducing costs— 
activities which are uppermost in the 
minds of progressive managers today. 

Toward the close of the nineteenth 
century, even though much of the ac- 
counting literature described specific forms 
and records, more of the writings stressed 
the importance of keeping adequate cost 
records and of analyzing these records for 
the enlightenment of management. Also, 
there was some indication that at least a 
small number of manufacturers were at- 
tempting to keep satisfactory cost records. 
It was likewise apparent, however, that 
the attempts to establish a separate cost 
department were accompanied by a num- 
ber of difficulties. In addition to the tech- 
nical obstacles involved, it seemed tat 
financial accountants were not particu- 
larly interested in learning the methods of 
“Costing.’”’ For example, Gibson stated 
that some companies established a sepa- 
rate department, ‘‘the prime cost depart- 
ment ... with which the accountant had 
no concern,’® in an attempt to obtain 
more cost data. He then went on to explain 
that, as a rule, the records of the prime 
cost department were not controlled by 
the general books, which immediately 
created a new problem because the cost 
records often showed a profit whereas 
the statement prepared by the financial 
accountant disclosed a loss. To correct 
this difficulty, the author recommended 
keeping a subsidiary prime cost ledger for 
each contract or job. Apparently the selling 
price was credited to each subsidiary ac- 
count because Gibson explained that the 
profit or loss on each job was closed to the 


* Arthur H. Gibson, “Trading and Profit and Loss 
Accounts,” The Accountant, June 18, 1887, p. 360. 
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trading and profit and loss account in the 
general ledger. Here, ‘‘General Charges,” 
consisting of indirect wages, salaries, de- 
preciation, and other indirect costs were 
listed individually as debits. Likewise, the 
profit or loss on each contract, including 
the name of the job, was listed separately 
in this account. The balance of the trading 
and profit and loss account represented 
the operating profit or loss for the year.’ 

The advantage of closing the trading 
and profit and loss account in this manner 
was stated to be: 

Now this is something which is both intelligi- 
ble and useful to the practical manager of the 
business. It follows the operation of his mind in 
the control of his trade; it shows definitely how far 
his estimates have been proved by results; .. . in 
particular it directs his attention to the figures of 
wages and expenses which are not allotable to 
each contract, which are unproductive and must 
be allowed for as a percentage in making his esti- 
mates.® 


In this article, Gibson introduced ‘‘con- 
trol” as a function of management and 
pointed out the need for separately re- 
porting indirect expenses in order that they 
might be analyzed and controlled. He also 
indicated that cost information could be 
used as a basis for determining bid prices 
on contract or custom jobs; a new use at 
that time. In connection with this, he 
stressed the importance of comparing the 
estimate with the final cost, and the final 
cost with the selling price. However, there 
was nothing to indicate that this compari- 
son was made other than on an historical 
basis. 

A few years later another writer, G. P. 
Norton, suggested keeping a “‘Manufactur- 
ing Account” for each department of the 
factory. Norton explained this account 
and the procedures involved in keeping 
the related records, substantially as fol- 
lows. The total manufacturing cost of each 
department or of each process was deter- 


7 Ibid., p. 361. 
8 Loc. cit. 
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mined by means of a distribution schedule 
or “Analysis Sheet.” Here, all manufactur- 
ing costs, both indirect and direct, were 
allocated to each department or process. 
Indirect costs included items such as sup- 
plies, salaries of mill manager, rent, taxes, 
insurance, repairs, and depreciation. The 
total cost for each department was debited 
to Section II of the Manufacturing Ac- 
count. This section was then credited with 
the work done by each department at 
trade prices, i.e., prices which would be 
paid if this same work were done by out- 
siders who performed similar processes on 
a custom basis. The difference was a profit 
on manufacturing departments.® 

The value of the Manufacturing Ac- 
count was explained by this statement: 

With this Manufacturing Account before him, 
the proprietor may satisfy himself at once as to 
the precise cause of any change in the amount of 
profits arising out of his business. . . . Section II 
will show him whether his departments of manu- 
facture have been carried on profitably, and will 
point out to him the particular department where 
any leakage has taken place. This is precisely 
what the manufacturer wants to know. Are my 
prices right? And, if so, am I making my goods 
economically? And further, what department, if 
any, requires to be overhauled if it is not paying?!” 

Norton also indicated that other items 
such as warehouse, office, and financial 
expense were deducted from the manu- 
facturing profit to determine the “Net 
Profit as Per Trading Account.” Thus the 
Manufacturing Account segregated pro- 
duction costs and showed the gross profit 
on manufacturing, which was a step for- 
ward in the development of the cost con- 
trol function. 

Although there were indications that 
progress in the art of keeping cost records 
was being made, the general status of cost- 
finding systems was indicated by the title 
of an article, “Notes on Cost Records: A 
Neglected Branch of Accountancy,’™ 

*G. P. Norton, “A Manufacturer’s Trading Ac- 


count,” The Accountant, October 31, 1891, pp. 762-64. 
10 Tbid., p. 764. 
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which also appeared in 1891. This article is 
noteworthy because it presented two new 
ideas relating to the purpose of keeping 
cost records. These objects were: 

“1. To examine and explain past results, 

2. To form a guide for future trading.”™ 
The first object was definitely based upon 
historical cost analysis which is of minor 
importance in controlling costs, but the 
second object indicated a forward-looking 
purpose for keeping cost records which is of 
primary importance today in planning and 
controlling business activities. 

Furthermore, Mann emphasized the im- 
portance of preparing statements which 
contained useful data and also attempted 
to explain a remedy for the justifiable lack 
of interest on the part of management in 
accounting reports as they were usually 
prepared. In this connection, the following 
passages should be especially interesting 
to the accountant who has difficulty in ex- 
plaining statements to his client, or to the 
cost accountant who thinks that his re- 
ports are not properly received by manage- 
ment. Mann first discussed the: 

... Slight attention paid by a manufacturer or 
a trader to the details of his Profit and Loss Ac- 
count prepared from his books with so much 
trouble. ... 

These details [of the Profit and Loss Account| 
seem meaningless to him; they do not interest 
him, they are of no value to him... . 

You say to yourself ‘My labour is thrown 
away in ascertaining accurately all these details, 


in discriminating between wages and salaries, be- , 


tween works expenses and office expenses—a Bal- 
ance Sheet or even a state of affairs is good enough 
for such a man.’ But perhaps the fault is your 
own. You have not succeeded in making your 
elaborate reports interesting enough. Can you not 
make them more interesting?"* 


Mann then recounted a situation in 
which the profit and loss account showed 
a loss but the manufacturer thought he had 


1 John Mann, The Accountont, August 25 and Sep- 
tember 5, 1891, pp. 619-21, 631-37. 

[bid., p. 619. 

[bid., p. 620. 


made 
predic 

Ho 

and th 

well w 

entry, 

ing fee 

been 0 

has no 

it com 
and pe 

We 

blo 
will nc 

refusi 

wants 

profit 
when | 

In 
that 

ing a 

work 
man 

nece 

This 

prese 

thern 

ofpr 

| were 

the e 

cost 

D 

cent 

findi 
tinue 

whic 

cont 

intro 

whic 
 prese 

follo 

tors 

troll 

kept 

plete 


The Genesis of Cost Control 


made a profit. He described the resulting 
predicament in the following manner: 

How can you convince him that you are right 
and that he is wrong? You may treat him to some 
well worn platitudes of the infallibility of double 
entry, but in many cases that client has a linger- 
ing feeling that your bookkeeping or auditing has 
been of no practical help to him in his daily work, 
has not cleared up the fog that he is in, and when 
it comes to paying your fee, it may be grudged, 
and perhaps the audit is given up. 

We can in turn mentally dub our client a 
blockhead with no grasp of bookkeeping—that 
will not mend matters. But are we not in fault in 
refusing to give the man what he wants? He 
wants not only to know whether he has made a 
profit or loss, and how much, but why, where, and 
when he has made it."* 

In the same article, Mann also indicated 
that he was aware of the value of compar- 
ing actual cost with estimated cost, as the 
work progressed, which would permit the 
manufacturer to take corrective action, if 
necessary, before the job was completed. 
This was an important step closer to the 
present-day function of cost control. Fur- 
thermore, he brought out the importance 
of promptly determining costs as the jobs 
were completed instead of waiting until 
the end of the year to find out what total 
cost had been. 

During the last decade of the nineteenth 
century, writers on subjects related to cost 
finding and to factory management con- 
tinued to stress the need for cost data 
which might be used as the basis for cost 
control systems. In this connection, they 
introduced a number of new concepts 
which were, perhaps, the forerunners of 
present-day cost control procedures. The 
following were among the significant fac- 
tors discussed during this period: 

1. In order that costs might be con- 
trolled and reduced, cost records should be 
kept not only for each job but also for 
each part or process entering into the com- 
plete job. The following passage empha- 
sized this point: 

Loc. cit. 
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. .. It would be difficult [if only one order was 
issued] to determine the cost of any one piece. . . . 
It is not only important to know the cost of each 
individual article produced, but equally so to 
ascertain the cost of any particular part, or of any 
particular process of manufacture. Localization 
of cost should be carried as far as possible so that 
the varying rates of realizable profits on parts 
may be known, and the pressure to minimize cost 
of production be applied in the right direction. 
The tendency to the specialization of labour has 
grown ... and the economy thereby induced can 
only be rendered thoroughly effective by a com- 
plete analysis of cost.'* 


2. Statements should be issued more 
often than once a year. This is significantly 
pointed out in these passages: 


It is essential that a manufacturer should know 
periodically what the costs of his productions are, 
without waiting until the financial year termi- 
nates, and then be informed generally of the total 
result of the year’s trading, for verily it is then 
like telling him to close his stable door after his 
steed is gone.'* 

Employers should not . . . be entirely depend- 
ent upon the periodical profit and loss accounts 
for their knowledge as to the financial result of 
their transactions, but should at any time, and at 
any stage of manufacture, be able to ascertain 

...Yrapidly and reliably, the actual, and not 
merely the estimated cost of production of any 
given article of their manufacture.'” 


3. Current actual costs should be com- 
pared with estimated figures, or prior 
actual costs, for control purposes. Plump- 
ton indicated this by writing: 


By looking in the Abstract [cost] Book month- 
ly, a manufacturer can closely watch the cost and 
progress of the work in the shops, and comparing 
same with the estimates and contracts, he can 
soon discover when any miscalculation in the esti- 
mate has occurred, or he can closely watch the 
margin between cost and sales price so as to 
economise. . . .18 


4. Cost accounts should be included in 


% Emile Garcke and J. M. Fells, Factory Accounts, 
4th ed., London: Crosby Lockwood and Son, 1893 
(earlier editions not available), p. 61. 

4% Thomas Plumpton, “Manufacturing Costs,” The 
Accountant, March 26, 1892, p. 269. 

17 Garcke and Fells, op. cit., p. 5. 

18 Thomas Plumpton, as Ap- 
to The Accountant, November 19, 
1892, p. 
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the general accounting records. Garcke 
and Fells clearly stated this point as fol- 
lows: 


Factory books must not, however, be con- 
sidered, as is generally the case, to be memoranda 
books, which are not necessarily required to bal- 
ance. They should assimilate to the books of the 
countinghouse that the obvious advantage of 
having a balance-sheet made up from the General 
Ledger, which includes the balances of the ledgers 
and books kept in the stores and warehouses, is 
not sacrificed.!® 


5. The use of a Stores Ledger and a stock 
Ledger was recommended. The following 
passages indicate the several uses of these 
records: 


It is claimed for the system of accounts we 
have explained in these pages, that one of its chief 
advantages lies in the fact that it obviates the 
necessity of taking stock simply for the purpose of 
drawing up a balance-sheet. The economic ad- 
vantage . .. can scarcely be overrated, for it re- 
moves one of the most powerful obstacles to the 
frequent closing of the books. ... There is no 
doubt that save for a survey being a troublesome 
and expensive matter, balance-sheets would be 
made up much more frequently than is usually 
the case, and that proprietors would be kept more 
fully au courant with the tendency of their busi- 
ness than can be the case when the books are 
closed only at one time. ... 

... Articles should not be issued without the 
issuer receiving a formal requisition for them from 
some authorized persons. ... Should either the 
storekeeper or warehouseman feel that he has not 
a sufficient control over articles in his charge, 
owing to their not being in the magazine or ware- 
house . . . the articles may be chained, padlocked, 
sealed, or otherwise distinguished in such a man- 
ner to show that they are still either ‘“‘stores’”’ or 
“‘stock,’2¢ 


The latter part of this quotation indi- 
cates some rather heroic methods which 
might currently be of interest to the har- 
assed storekeeper. Any plan which will 


19 Garcke and Fells, of. cit., p. 7. 

See also George Pepler Norton, Textile Manufac- 
turer’s Bookkeeping, 4th ed., London: Simpkin, Mar- 
shall, Hamilton, Kent & Co., Limited, 1900 (earlier 
editions not available), p. 4, and J. Slater Lewis, The 
Commercial Organisation of Factories, London: E, & F. 
N. Spon, 1896, p. vi. 

*0 Garcke and Fells, of. cit., pp. 115-20. 
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control the entry of materials-outlay into 
the cost stream is surely an important 
step toward over-all cost control. 

One other characteristic of the nine. 
teenth century which warrants reempha- 
sizing was the tendency of accountants to 
ignore the cost-keeping function. A review 
of the first edition of Garcke and Fells’ 
Factory Accounts made this point clear: 


We have read this book with much interest, 
though, owing to the peculiar style in which it is 
written, not without difficulty. ... It does not 
purport to deal with the ordinary factory books, 
It is rather concerned with the wages and time 
books, stock books, and matters of a similar na- 
ture, which, as a rule, do not come within the 
scope of an accountant’s duties.” 


Furthermore, it is interesting to note 
that the practice of treating cost data as 
secret or forbidden information acted asa 
hindrance to the development of cost con- 
trol. This was clearly indicated by Plump- 
ton when he said: 


This is now the leading point of my paper to- 
night, for I am about to explain to you what [The 
Cost Office] has been for years, and is to a fair 
extent now, a “secret closed chamber,” where no 
other members of the staff are allowed to assist 
... only the principals or managing directors are 
permitted access to its secrets.” 


The following quotation effectively sum- 
marizes the advanced thinking with refer- 
ence to the need for and the use value of 
cost records at the close of the nineteenth 
century: 


When we come to the conversion of raw ma- 
terial and labour into saleable products, there is in 
addition to the complicated transactions of an 
extensive trader, a series of operations to be 
watched, the supervision of which demands 4 
rigorous method of accurately and swiftly realis- 
ing the progress made. The active forces of pro- 
duction if not guided and controlled with intelli- 
gence .. . have an inherent tendency towards the 
annihilation of profit, and even to disastrous loss. 
It is this inherent tendency of production forces to 
go astray, and of organisation to decrease in efi- 
ciency, wherein lies the immense importance of 


1 The Accountant, May 5, 1888, p. 278. 
2 Plumpton, op. cit., p. 884. 
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periodical balance sheets [which included the 
profit and loss account] made up at short inter- 
vals, accurately reflecting the complex operations 
of the interior of a large manufacturing establish- 
ment. These will enable the principles to rigor- 
ously compare period with period and item with 
item. .. . Any symptoms of deterioration in effi- 
ciency are then immediately brought to light, and 
can be investigated and dealt with accordingly. 

It is frequently assumed ... that it is suffi- 
cient merely to deal at wide intervals with the re- 
sults of trading as a whole. No mistake is more 
fatal, as will be realised when manufacturing ac- 
counts are considered . . . in the light of aids to 
the proper government and control of organisa- 
tion... . 

In manufacturing accounts we examine not so 
much the ultimate figures . . . as [we examine] the 
means and methods which have led up to these re- 
sults. It is manifestly most injudicious to deal 
with lump sums and to leave unrecorded for pur- 
poses of comparison the intricate details of daily 
work: those ‘little things’ which, by reason of 
being repeated day by day, form so large a pro- 
portion of the total expenditure, and the neglect 
of which too often neutralises all the advantages 
of careful organisation in other directions. Briefly 
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speaking, the only road to success in modern in- 
dustrial competition is an inflexible determination 
to adopt and carry out a system of accounts... 
which shall, for purposes of frequent comparison, 
register all classes of expenditure to the last 


penny.” 

Thus, at the close of the nineteenth cen- 
tury, it seems rather clear that the genesis 
of cost control is to be found in the works 
of certain forward-looking authors who 
wrote on the subject of factory accounts 
during that century or prior thereto. How- 
ever, it remained for a few outstanding 
pioneers in the fields of cost accounting 
and industrial engineering to develop and 
refine these basic concepts into well-de- 
fined and accepted techniques of cost con- 
trol. And so, cost control, an outstanding 
management tool, has gone through a long 
period of growth and refinement before 
arriving at its present state of usefulness to 
management. 


% Lewis, op. cit., pp. XXXV—Xxxvi. 


into 
ant 
ine- 
ha- 
to 
iew 
lis’ 
rest, 
it is 
not 
oks, 
ime 
na- | 
the 
ote 
as 
Sa 
on- 
np- 

to- 
The 
fair 
no 
sist 
are 
m- 
er- 
of 
th 
na- 
in 
an 
be 
lis- 
ro- 
the 
SS. 
to 
fii- 
of 


ACCOUNTING UNDER CONDITIONS OF 


CHANGING PRICES FROM THE DEBT- 
OR AND CREDITOR VIEWPOINT 


EvuGENE L. ZIEHA 
Instructor, Saint Louis University 


half century contains numerous 
articles pertaining to the serious 
problems introduced into accounting by 
the tendency of the monetary unit to un- 
dergo almost constant changes in meaning. 
Despite the considerable attention that 
has been given to the subject by both indi- 
vidual accountants and professional or- 
ganizations, especially during the period 
of monetary instability that has existed 
since the Second World War, a satisfactory 
solution of the difficulty does not seem to 
be forthcoming in the immediate future. 
In light of the past effort another attempt 
to solve the entire problem appears futile. 
The present situation seems to call for a 
resolving of this broad and complicated 
problem into its various parts so that each 
of them may be given intensified study. 
There are many aspects of the overall 
problem that, although they are frequently 
neglected in the current discussions of ac- 
counting under conditions of changing 
prices, appear worthy of additional atten- 
tion. In many cases these deal with basic 
ideas that are often ignored by the critics 
of current methods in their attempts to 
reach a quick solution to outward mani- 
festations of the problem. One of these 
fundamental, but neglected, ideas is that 
pertaining to the accountants’ responsibili- 
ties towards debtors and creditors. 
Inherent in the discussions of the price 
level problem, but seldom approached di- 
rectly, is the question of the relative posi- 
tion of the various types of equity holders. 
Yet any consideration of accounting pro- 
cedure must give attention to the effect of 
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the method followed upon the claims of 
those who supply the capital used in busi- 
ness operations. While most of the contro- 
versy regarding the validity of accounting 
reports based on historical cost figures per- 
tains to questions of income determina- 
tion and asset valuation, it must be re- 
membered that these accounting compu- 
tations are made primarily for the benefit 
of those who invest their funds in business 
corporations. Therefore, it seems advisable 
to examine the overall problem of ac- 
counting under conditions of changing 
prices from the viewpoint of these cor- 
porate investors. 


DEBTORS AND CREDITORS 


A few paragraphs pertaining to debtors 
and creditors and the relationship into 
which they enter provide an introduction 
to this examination of the accounting 
problem. A debt transaction requires the 
existence of people who desire to borrow, 
either for present personal use or for pro- 
ductive purposes. Moreover, they must be 
able to convince prospective creditors of 
their intent and ability to repay when the 
debt comes due. On the other hand, there 
must be people who, because they have 
saved, are in a position to become credit- 
ors. They also must have a desire to enter 
into a debt transaction. The debt relation- 
ship must offer some advantages to both 
parties if it is to come about voluntarily. 
This point is very important in the con- 
sideration of any proposal to change ac- 
counting methods that would give undue 
advantage to one of the parties. 
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The accountant must remember that 
lenders and borrowers take part in credit 
transactions despite their awareness of the 
fact that prices change with the passage of 
time. Popular opinion holds that debtors 
gain and creditors lose as prices rise, but 
the actual effect of changing prices is fre- 
quently detrimental to both parties to the 
debt contract. Because of the general un- 
certainty of the future and the relation- 
ship of monetary values to the then exist- 
ing economic conditions, it appears that 
debtors and creditors have no logical rea- 
son to expect settlement with the identical 
amount of general purchasing power that 
changed hands at the inception of the debt 
contract. This conclusion holds an impor- 
tant place in the subsequent appraisal of 
the many demands for a change to a meth- 
od of accounting that would presumably 
compensate for fluctuations in the price 
level. 

The effects of price changes upon cor- 
porations and their investors is worthy of 
some attention. Two groups of corporate 
security holders, common stockholders and 
bondholders, are related in a dual manner. 
In addition to being fellow investors in the 
corporation, they are also debtors and 
creditors of one another with the corpora- 
tion standing between them as an inter- 
mediary. The effects of changing prices 
upon the corporation are not necessarily 
identical with the effects upon different 
classes of investors. There appears to be 
some identity of interest between cor- 
porations and their common stockholders 
that is not shared by the bondholders. This 
point is relevant to the study of accounting 
inasmuch as accounting problems are nor- 
mally approached from the short-run 
viewpoint of corporations and their. re- 
sidual owners, the common stockholders. 
However, neglect of the bondholders’ 
position is very likely to have detrimental 
effects upon the long-run financing of cor- 
porate activities. 


ACCOUNTING, LAW, CORPORATION FINANCE 
AND ECONOMICS 


A comparison of the attention given 
debtors and creditors in accounting and 
the related fields of law, corporation fi- 
nance and economics aids in the develop- 
ment of the subject. The four areas con- 
tain a wide diversity of thought pertaining 
to debtors and creditors. The debt rela- 
tionship and the parties to it occupy an 
important place in law, finance and ac- 
counting, but hold an insignificant posi- 
tion in general economic theory. 

Law provides a framework of con- 
tractual forms, procedures and precedents 
which are used by debtors and creditors as 
guides in the incurrence and settlement of 
their obligations to one another. Corpora- 
tion finance deals with business debt from 
the viewpoint of business management 
faced with the tasks of obtaining funds and 
settling claims in the conduct of their 
business enterprises. Accounting simply 
records from one party’s viewpoint the 
quantitative relationship of debtors and 
creditors, but in doing so has serious re- 
sponsibilities toward those to whom it sup- 
plies business information. 

The economist spends much time on 
subjects having an intimate connection 
with the debt relationship. Money and 
interest are two major topics in economics 
in which the existence of debtors and cred- 
itors is evident. However, little attention 
is given to the individuals who enter into 
the debt transactions. When debt is 
touched upon in economics, an aggregate 
viewpoint is usually taken. It appears that 
the economists feel that the details of this 
subject belong to some other field of study. 

Comparison of the position of debtors 
and creditors in the various fields of study 
provides many ideas applicable to the 
question of accounting under conditions of 
changing prices. The first of these is that 
accountants must look to the field of law 
for guidance in some matters. It is further- 
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more likely that anyone who discusses the 
problems introduced into accounting by 
price changes must bear in mind the legal 
implications of the relationship of debtors 
and creditors. The second important idea 
is that accountants must give careful at- 
tention to the needs of those engaged in 
the financing of corporations. The public 
accounting profession has taken a particu- 
lar interest in the information require- 
ments of individuals who invest their 
money in corporate securities. Those who 
attempt to solve the problem of account- 
ing under conditions of changing prices 
must continue to recognize the financial 
aspects of accounting data. 

The third idea indicates that account- 
ants need not give very much attention to 
the ideas found in the field of economics 
when considering accounting problems 
that have a close connection with the re- 
lationship of debtors and creditors. Special 
attention must be given to this last point 
as many of those who advocate a change 
from present accounting methods refer to 
economics as the source of ideas critical 
of accounting. Because accountants have 
certain responsibilities in connection with 
the relationship of debtors and creditors 
while the economists do not, some of the 
ideas held by the economists may not be 
transferable into the field of accounting. 
This does not imply an arbitrary rejection 
by accountants of ideas found in econom- 
ics, but rather that accountants must test 
such ideas to determine if they are suitable 
for introduction into their discipline. One 
test is whether the acceptance of these 
ideas would have any detrimental effects 
on the position of individual debtors and 
creditors. 


ANALYSIS OF PROPOSALS FOR CHANGES IN 
ACCOUNTING METHODS 


An appraisal of the current proposals to 
revise accounting methods because of their 
so-called weaknesses under conditions of 


changing prices can now be made from the 
viewpoint of the debtors and creditors 
who finance corporate activities. For pur- 
poses of analysis the wide variety of pro- 
posals for a change in accounting must be 
molded into one general plan. Two fea- 
tures are predominant in the proposals that 
are being made by the critics of the his- 
torical cost basis of account keeping. The 
first is that the replacement cost basis is 
inherent in the thinking of the advocates of 
accounting change. While it frequently is 
not acknowledged by name, the replace- 
ment viewpoint is recognizable in some 
form in all the proposed plans. The second 
important point is that the advocates of 
change intend for the replacement con- 
cept to be implemented in accounting prac- 
tice by the introduction of index number 
adjustments into the accounts. 

The acceptance of the accounting 
changes suggested by many critics, along 
with the acceptance of the replacement at- 
titude that plays a major part in their 
reasoning, would be beneficial in the short- 
run to business corporations as such. The 
benefits would carry over to the common 
stockholders in their position as residual 
owners of the corporate equity. The ques- 
tion may well be asked whether the changes 
and the resulting benefits that would ac- 
crue to the common stockholders should be 
allowed to take place. An application of 
some of the ideas pertaining to debtors 
and creditors results in a negative answer 
to this question. 

The common stockholders may first be 
looked upon as sole investors and as being 
in the position, to some extent, of credi- 
tors of the corporation. Do they deserve 
the maintenance by the corporation of the 
same amount of general purchasing power 
they invested? A number of reasons lead 
to the conclusion that they have no logical 
reason to expect the maintenance or return 
of exactly the same amount of purchasing 
power they invested. The subjective fac- 
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tors inherent in their investment indicate 
that stockholders do not have the same 
appraisal of the purchasing power they 
invest as would be made by an objective 
index. Furthermore, the corporation fre- 
quently does not receive the particular 
purchasing power the individual invests. 
The general impossibility of avoiding 
changes in physical assets with the passage 
of time points to a similar impossibility of 
avoiding changes in the purchasing power 
of a capital fund. Likewise, stockholders’ 
actions often indicate that they either de- 
sire or help to bring about the very price 
changes from which, we are told, they ex- 
pect accountants to protect them. 

From another viewpoint, common stock- 
holders may be considered in their rela- 
tionship to bondholders. The common 
stockholders would obtain advantages at 
the expense of the bondholders if the re- 
placement viewpoint were accepted and 
put into effect through the use of the pro- 
posed index number adjustments. During 
times of rising prices the idea of mainte- 
nance of the corporations’ purchasing power 
would apply to all assets, but the bond- 
holders would receive only the fixed sum 
indicated by their contracts. This would 
lead to a gain on the part of the common 
stockholders resulting from maintenance of 
the purchasing power of the bondholders’ 
investment. Yet, if the proposed changes 
are accepted, accountants would com- 
pletely ignore profits or losses that accrue 
to the benefit of the common stockholders 
because of the companies’ outstanding 
debts. 

Business corporations are financed by 
the combined investments of stockholders 
and bondholders. The proposed changes in 
accounting methods would have adverse 
effects upon the relationship of the differ- 
ent classes of investors. While it is per- 
fectly logical for common stockholders to 
attempt to improve their relative position, 
it is not the accountants’ responsibility to 


provide them with these advantages by 
making over their own technology. The 
responsibilities of the accountants extend 
to all types of equity interests. Account- 
ants should provide an objective reporting 
of the facts concerning debtors and credi- 
tors; they should not attempt to influence 
the conditions of their relationship. 

In a continuation of this analysis, the 
position of the common stockholders may 
be compared to that of all other holders of 
wealth. Most of the criticisms of account- 
ing are related to price changes growing 
out of changes in the statutory monetary 
unit, especially the recent decrease in its 
value. The proposed revisions of account- 
ing methods appear to be an attempt to 
shift the effects of this monetary inflation 
to some other group in society. In light of 
the broad public responsibilities of the ac- 
counting profession, it is suggested that it 
is beyond the province of accountants to 
contribute to such an attempt. 


SOME LEGAL ASPECTS 


Many legal aspects of the relationship of 
debtors and creditors provide obstacles 
that tend to hamper any drastic changes in 
accounting methods. Before indicating a 
few of these the opinion is expressed that 
the legal obstacles in themselves are not as 
important as are the viewpoints of the 
parties to the debt contract that are re- 
flected in them. 

A combination of legislative, executive 
and judicial actions in the early 1930’s 
eliminated the enforceability of the gold 
clauses that formerly appeared in many 
bond contracts. In the ‘“‘gold clause”’ cases 
the courts definitely took a legal tender 
viewpoint when dealing with debt.' In each 
case they arrived at the number of con- 
tracted dollars as being the vital point in 
the settlement of the contract regardless 
of the change in the gold content of the 


1 Nortz v. U.S., 294 U.S. 317; Perry v. U.S., 294 U.S. 
330; Norman v. Baltimore R.R. Co., 294 U.S. 240. 
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dollars. Contracts expressed in terms of 
money were held to mean “legal tender” 
money. This is in contrast to the viewpoint 
of those who propose a change in account- 
ing methods. They are interpreting some 
contracts that have been stated in terms 
of money as being subject to restatement 
in the accounts in terms of purchasing 
power. Where the court held that gold 
certificates are not warehouse receipts for 
a certain quantity of gold, it may be sug- 
gested that stock certificates are not ware- 
house receipts for a certain quantity of 
purchasing power and should not be re- 
stated on this basis in the accounts. 

The terms of the contracts entered into 
by the security holders indicate an atti- 
tude on the part of the parties to them that 
stands as an obstacle to a radical departure 
from present accounting methods. The 
many legal tender contracts into which 
these parties enter imply the use of legal 
tender ideas throughout the accounting 
for their relationship. Continuing this 
thought, all aspects of the treatment of 
corporate capital give an idea of a fund 
of dollars rather than a fund of purchasing 
power. For example, no specific attempt 
is made to obtain equal purchasing power 
in the case of subsequent sales of securities 
that give purchasers rights equivalent to 
those of the earlier purchasers of the secur- 
ities. 

In addition, many provisions included 
in the bond contracts and the preferred 
stock contracts require specific use of ac- 
counting for their performance. As the 
currently followed methods of accounting 
were in use at the time the securities were 
issued, it is likely that objections would be 
raised to a later change in accounting 
methods that would result in a change in 
the operation of the contracts. It also may 
be mentioned that litigation involving the 
various types of security contracts has re- 
sulted in the establishment of a certain 
amount of legal precedence pertaining to 
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currently followed methods of accounting. 

The interpretation of dividend laws are 
in many cases dependent upon the use of 
accounting data. A change in accounting 
would reduce its value as a guide to the 
legality of dividends under some state 
laws. However, it is unlikely that a change 
in accounting methods would be allowed 
to affect the application of the statutory 
intention regarding dividends. Do those 
who desire to change accounting actually 
want to change the dividend base? It seems 
that in many cases this would be necessary 
to carry out their suggestions. If so, the 
procedure should be to go to the legislators 
who make the statutes, rather than to the 
accountants who provide data necessary 
for applying the statutes. 

The various legal implications of the 
problem indicate that the choice of the 
parties who enter into corporate security 
contracts and provide the statutes for the 
control of corporate activities is in favor 
of the historical cost basis of accounting. 
The advocates of accounting change, 
therefore, would need to overcome this 
established pattern before the accounting 
profession could accept their suggestions. 


A SUMMARY OF CONCLUSIONS 


A consideration of the relationship be- 
tween debtors and creditors and the ap- 
plication of the results thereof to this 
problem of accounting lead to a conclu- 
sion that the historical cost basis of asset 
presentation and income calculation should 
be retained by accountants. A number of 
preliminary conclusions supporting this 
belief are reviewed in the following para- 
graphs. 

The first is that those who discuss the 
problem of accounting during times of 
changing prices must give full considera- 
tion to the importance of accounting data 
to the various classes of debtors and cred- 
itors who finance business enterprises and 
to their relationship within the corpora- 
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tion. Because of the close connection be- 
tween accounting information and debt 
transactions, accountants must constantly 
keep in mind the effects changes in their 
methods may have upon debtors and cred- 
itors. 

A second conclusion deals with the rela- 
tionship of accounting and economics. Ac- 
counting concepts in many areas, es- 
pecially those pertaining to income, are 
quite different from those found in eco- 
nomics. Yet some ideas taken from eco- 
nomics are frequently used as arguments 
in favor of drastic revisions in the method 
of accounting under conditions of chang- 
ing price levels. The needs of the parties to 
debt contracts play a very important part 
in accounting, while the problems of these 
individuals hold a relatively insignificant 
position in economics. Because of their 
serious responsibilities toward debtors and 
creditors, accountants can feel free to re- 
ject ideas originating in economics if the 
ideas are in conflict with that part of ac- 
countants’ responsibilities. 

The third conclusion results from an 
analysis of the proposals being made by 
critics of accounting methods that index 
number adjustments should be included 
in the computation of business income. An 
acceptance of these proposals would pro- 
vide unfair short-run benefits for the com- 
mon stockholders at the expense of other 
investors. The contemplated introduction 
of such a theory regarding asset replace- 
ment and purchasing power adjustments 
would result in a confusing disruption of 
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the debtor and creditor relationships with- 
in the corporation. By this reasoning the 
conclusion is reached that proposals calling 
for a radical departure from the historical 
cost basis of accounting should be re- 
jected. 

A basis for further opposition to the 
proposed changes in accounting methods 
is provided by a consideration of some of 
the implications of the legal aspects of 
corporate debt contracts. The contracts 
into which they enter seem to indicate 
that investors in corporate securities have 
a legal tender concept of debt; such a con- 
cept logically carries over to the manner of 
accounting for their interests. In addition, 
the interpretation of many debt contracts 
and dividend statutes are dependent upon 
accounting data. The existing legal rela- 
tionships between debtors and creditors in 
the corporation imply a satisfaction with 
and a dependence upon the present meth- 
ods of accounting. 

On the basis of the above conclusions 
retention of the historical cost method of 
asset presentation and income calculation 
is clearly indicated. The smaller depar- 
tures (LIFO, cost or market, etc.) may well 
be continued, though they should be recog- 
nized as true departures from basic con- 
cepts. In index number adjustments the 
departure from basic concepts goes so far 
and promises so many disturbing results 
that we should resist the introduction of 
these devices into ledger accounts or into 
financial statements wherever they threat- 
en to replace or submerge historical cost. 
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GUIDEPOSTS FROM COLLEGIATE TO 
PRACTICING SENIOR 


RUSSELL P. SHOMLER 
Haskins & Sells 


RIMARILY for recent or future ar- 
Piva in the public accounting pro- 

fession a few of the markings along 
the way to a practicing senior accountant 
may prove of interest and benefit. Neces- 
sarily, the writer’s personal experiences 
and observations of the recent past are the 
sources from which these thoughts have 
been drawn. As a result, the emphasis 
would probably vary with each individual, 
but most of these points are common 
among all who have made their way from 
the college graduating class to being an 
accountant directly in charge of perform- 
ing an audit. It is not the purpose here to 
develop completely each thought men- 
tioned, many of which could be the basis 
of individual analyses, but rather to pre- 
sent something closer to an enumeration 
with brief explanations. Nor is this in- 
tended to be a study of the requirements 
and duties of an accountant: for this see 
The American Institute of Accountant’s 
publications, Duties of the Junior Ac- 
countant, by Alfred B. Cipriani and Duties 
of the Senior Accountant, by F. W. Thorn- 
ton. 

The transition from an academic to 
professional career is a major achievement 
and one that can be accomplished most 
efficiently by a working association with 
those practicing in the professional field. 
The desirability of a period of professional 
apprenticeship is recognized by most 
states in the requirements to be fulfilled in 
order to receive a certificate as a public 
accountant and by some schools in their 
recent efforts toward establishing, as an 
integral part of the curriculum, a period 
of time during which each accounting 


major works on the staff of a certified pub- 
lic accountant firm. 

This being the case, the college senior 
who desires a certificate must first secure 
employment. Six of the principal touch- 
stones of a desirable staff accountant to 
which a prospective employer will give 
consideration are: 


1. Academic accomplishments in all courses— 
particularly accounting and related sub- 
jects, 

2. Ratings received in the achievement, orien- 
tation, and vocational preference tests 
sponsored by the American Institute of Ac- 
countants, 

3. Extent of participation in extracurricular 
activities of the school such as athletics, the 
arts, and other group activities, 

4. Personal appearance, 

5. Use of the English language, 

6. Sincere desire for professional success. 


It would be well here to point out that 
favorable recognition will be given to 
students who have passed all or a part of 
the C.P.A. examination. Although such 
an accomplishment would benefit the stu- 
dent in securing desirable employment, 
not having secured “‘a leg” on the exami- 
nation should not prevent receiving favor- 
able consideration from the employer if 
other wanted qualities can be presented. 

The reasons why the items listed are of 
interest to prospective employers should 
bear examination: 

First, grades received in various courses, 
and particularly in accounting and re- 
lated subjects, are a tangible expression 
of aptitude and wish for success in one’s 
chosen field; they are an early accomplish- 
ment toward a successful career. They 
should disclose those with the greatest 
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professional interest and ability, and the 
most complete academic preparation. 

Second, the battery of tests developed 
under the sponsorship of the American 
Institute of Accountants is designed to 
test the professional knowledge, the apti- 
tude for accounting, and the vocational 
preferences of the individual. Ratings in 
these tests which indicate a bent and abil- 
ity for accounting should disclose those 
better suited to the profession and no 
doubt will be of interest to the prospective 
employer. National recognition has been 
given to these tests, and they are now of- 
fered in most of the colleges and universi- 
ties. 

Third, an employer is looking for an 
individual with more than strictly aca- 
demic accomplishments. He prefers a well- 
rounded, interesting person as a repre- 
sentative; not only will be become a better 
representative, but he should be a happier, 
well-adjusted staff member and will prob- 
ably enjoy better relationships with busi- 
ness associates both as an assistant and 
as @ Supervisor. 

Fourth, the stature of the accounting 
firm will be enhanced or depreciated, in 
part, by the appearance of the staff ac- 
countants. This does not mean that one 
must have the good looks ef a film star; 
it does mean that a neat, conservatively 
dressed individual is a better representa- 
tive of an accounting firm than one who 
wears loud or flashy clothes or one who is 
unkempt. Clothes do impart an important 
impression, and can reflect good taste or 
the lack of it. 

Fifth, but not less in importance to the 
employer nor in usefulness to the account- 
ant, is the correct use of our language. No 
other single attribute is of greater value 
than to be able to write effectively and 
well, to be able to express precisely the 
desired thought. An important product 
of public accounting is the report, and the 
best report has the greatest usefulness and 
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marketability. Effective writing calls for a 
purposeful combination of disciplined, 
clear thinking and good English composi- 
tion, and usually results largely from effort, 
practice, and application. 

The sixth and last touchstone is a sincere 
wish for professional excellence, a quality 
looked for in every applicant for every 
job and one that is usually quite apparent. 
It can not be “tuned in” only for the inter- 
view, but will best be shown by prior work 
and subsequent application. 

Superiority in the above points should 
produce desirable employment for the 
graduate, and so successful practice as a 
junior accountant becomes the next con- 
cern. The discussion here is restricted to 
some of the attributes most needed and 
frequently lacking, in whole or in part, 
in the work application of the junior ac- 
countant, and omits the obvious require- 
ment of technical proficiency. 

The last three of the points listed above 
should receive constant attention through- 
out one’s professional carreer. However, 
the latter one, a true wish for professional 
excellence, is particularly desirable in a 
new staff member. Some of the ways in 
which this desire can be translated into 
action will now be discussed. Each assign- 
ment should be studied by the junior until 
he has learned the purpose behind the 
work, how best to pursue it, and how it 
becomes a part of the complete audit. 
Unless this is done, not only will the job 
frequently become routine and boring but, 
very likely, of decreased value to the au- 
dit. The report of the previous year should 
be read and understood, with the realiza- 
tion that each statement of fact and each 
figure must be supported by some phase of 
the audit. By reading the report in this 
light one is better able to grasp the pur- 
poses of the various phases of the work and 
to see point and meaning in particular 
sections of the audit. Learning is acceler- 
ated by seeking constructive criticism and 
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suggestions from more experienced associ- 
ates. Speed in itself should not be sought; 
rather, thoroughness and the avoidance of 
wasting time through a poor understand- 
ing of the assignment or pursuing the job 
in an inefficient manner should be foremost 
in the mind of the junior accountant. Em- 
phasis on speed alone frequently becomes a 
waste of time because the improperly per- 
formed job must be corrected. Of course, 
a laggard will find no place in a professional 
career, and this de-emphasis of speed alone 
is not a justification for the tardy and lazy, 
but rather a re-stating of the need for 
thorough planning, study, and purposeful 
activity. 

It is important to give early attention to 
the matter of fulfilling the examination 
requirements for a certificate. Frequently 
an individual finds extreme difficulty in 
preparing himself psychologically as well 
as academically to sit for the examination 
after he has been out of school for a long 
period of time, whereas this same indi- 
vidual, in many cases, would have found 
little difficulty in passing the examination 
upon graduation or shortly thereafter. 
(Of advantage to students particularly, in 
this connection, would be a plan of reci- 
procity among the states for credits re- 
ceived upon completion of portions of the 
examination. Thereby a student who ex- 
pects to practice in a state other than 
where he attends school could sit for the 
examination shortly before or after gradua- 
tion without fear of losing whatever credits 
he might earn. With all states using the 
same examination and a majority of the 
states now using the grading service avail- 
able through The American Institute of 
Accountants, the greatest obstacles would 
appear to have been solved, leaving the 
questions of standardization of qualifica- 
tions to sit for the examination and of a 
uniform system of granting credit for pass- 
ing portions thereof.) 

The length of the bridge from school to 
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integration in practice will vary for each 
person depending upon his background 
and training. One of the first and major 
differences between accounting training 
in school and in practice is the fact that a 
large part of the work in public practice 
is devoted to acquiring the information 
with which most school work starts; col- 
lege problems supply the data which, in 
practice, must be obtained through critical 
examination. And this points to the larger 
need of the young accountant, the need 
to discard the past reliance upon others 
and to learn to rely on his own initiative 
and abilities. To do this safely it is essen- 
tial to develop his professional abilities 
by every available means, such as, doing 
each job thoroughly, devoting constant 
and alert attention to each detail of the 
work, and reviewing the results with the 
supervising accountant. Only by acquiring 
a thorough understanding of each job 
and thereby expanding one’s experiences 
is it possible to feel secure and self-reliant 
in new and larger assignments. Likewise, 
it is essential to learn to write so effectively 
that the desired thought is related to the 
reader without need for further discussion. 
By practicing this art early in one’s train- 
ing, in the preparation of working papers 
and memoranda, the junior accountant 
has the opportunity to develop one of the 
most essential and difficult-to-acquire tools 
in the public accounting profession. 
Between the grade of a junior and a 
senior accountant is a period of transition 
sometimes given the title of semi-senior 
or senior assistant accountant. Individuals 
in this grade are expected to assume great- 
er responsibility than do junior account- 
ants and to demonstrate their ability to 
carry still more responsibilities—those of a 
senior accountant. In fact, one must usual- 
ly perform the work required of a senior 
accountant before being advanced to that 
grade. Specifically, a semi-senior account- 
ant will frequently be given the opportu- 


nity to 
small 
supe 
work 
ence 
fall to 
conti 
tine 0 
the 
entail 
and 
Th 
criticé 
semi-s 
junio 
supe 
are fa 
accou 
one h 
to do 
plete 
he m 
aid t 
leave 
work 
quest 
ment 
work 
may 
of all 
en sé 
latte 
tion 
ence 
of ti 
verifi 
sion 
thro 
ment 
One 
perfc 
una 
the 
It cz 
barr 
alt 


Guideposts from Collegiate to Practicing Sentor 


nity to perform a complete examination of a 
small organization, preferably under close 
supervision, and to perform sections of the 
work on larger jobs which require experi- 
ence and the exercise of judgment. A pit- 
fall to be avoided in this position is that of 
continuing to be satisfied with doing rou- 
tine or detailed work rather than seizing 
the opportunity to perform work which 
entails the development of one’s judgment 
and capacity for further advancement. 
The art of doing a thorough job is of 
critical importance to advancing from a 
semi-senior to a senior accountant. As a 
junior, one’s work is usually so closely 
supervised that oversights and omissions 
are found before they go beyond the field 
accountants. However, as a semi-senior 
one has for the first time the opportunity 
to do a complete section of work or a com- 
plete audit of a small organization, and 
he must do the job completely. A personal 
aid to thoroughness is to endeavor not to 
leave unanswered questions in any area of 
work dealing with material items. These 
questions may be raised directly in com- 
ments, they may only be implied from the 
work done or statements made, or they 
may result from testing the authenticity 
of all but one or more elements of any giv- 
en section of work. One example of the 
latter situation would result from verifica- 
tion of the employment of those indi- 
viduals included on the payroll by refer- 
ence to employment records, verification 
of time worked by reference to time cards, 
verifications of all computations, but omis- 
sion of the verification of rates of pay 
through use of union contracts, employ- 
ment records, or other reliable documents. 
One should review analytically the work 
performed, looking particularly for these 
unanswered questions, thereby avoiding 
the performance of an incomplete job. 
It can be time-consuming, as well as em- 
barrassing to find it essential to obtain 
all the necessary records and documents 
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the second time when the needed work 
could have been performed in conjunction 
with other work originally done with these 
records and documents. 

The semi-senior accountant who wishes 
to become a full senior or in-charge ac- 
countant must develop and demonstrate 
his ability to perform portions of a larger 
audit, bring those sections of the exami- 
nation to a completion for review by the 
senior accountant, and, in so doing, guide 
and assist those with less experience. This 
will involve dealing with employees of the 
client as well as directing the activities of 
other staff accountants. It is not possible 
to over-emphasize by repeating again that 
one must continue to study and develop 
the art of clear exposition in audit report 
writing. In the grade of semi-senior one’s 
ability to present clearly and concisely 
the necessary facts and conclusions will 
be tested, and the preparation of working 
papers is perhaps the best training ground. 

In order to advance beyond the grade of 
semi-senior accountant, it is usually neces- 
sary, particularly with larger firms, that 
one have his certificate. As previously 
stated, it is usually undesirable to postpone 
fulfillment of the examination require- 
ment since most individuals are best pre- 
pared psychologically and mentally to 
pass the examination shortly after com- 
pletion of their college work. 

The grade of practicing senior account- 
ant should represent just another step in 
the development of an accountant’s abil- 
ity, not an end, as it is in this review. The 
senior accountant is responsible for the 
selection and assignment of work so as to 
produce most efficiently a complete and 
satisfactory audit. Selection of the work 
to be performed implies the ability to 
recognize those phases of the audit which 
require the greatest amount of work and 
those which require a lesser amount of 
work, for a well executed audit demands an 
optimum amount of work upon each phase. 
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Anything less than the optimum risks 
either a waste of time and money in excess 
work or an impaired service to the client 
and a damaged reputation in too little 
work. Probably one of the greatest aids 
to a good audit is a well-developed pro- 
gram of work prepared in advance and 
after a thorough study of the operations of 
the enterprise and the effectiveness of the 
controls established within the organiza- 
tion. 

Division and assignment of the work 
outlined in the programs is also an impor- 
tant function of the senior. Frequently 
the senior accountant feels he can per- 
form a phase of the work in less time than 
would be required to explain it to an as- 
sistant and have him carry out the work. 
On smaller engagements this may be a 
safe and wise decision; on large engage- 
ments requiring constant supervision of 
many assistants suth a procedure may re- 
sult in much lost time if the senior account- 
ant is thereby unable to give adequate 
supervision. 

The assignment of work to others car- 
ries with it an even more important func- 
tion of the senior accountant—that of 
assisting in the training of junior account- 
ants. Performing various phases of the 
audit under adequate supervision is one 
of the best instruction mediums available 
and should constantly be in the mind of 
the senior accountant. This training de- 
mands not only that the assistants be 
given work to do but that they understand 
what they are doing, why the work is 


The Accounting Reriew 


needed, the most efficient means of per. 
forming the work, and how it fits into the 
over-all audit program. In addition, critica] 
work review and suggestions by the senior 
should be a part of this training. 

Another requirement of a successful sen- 
ior accountant is the preparation of an ef- 
fective report. Here one’s training and ef- 
forts toward effective writing, or the lack 
of such training and effort, will be most ap- 
parent, for in most accounting firms the 
first draft of the report is prepared in the 
field by the staff accountants. Preparation 
of the report also presents to the senior 
an important opportunity to further the 
training of assistants; those sections of 
the report drawn from work performed 
by the various assistants can be drafted 
by them upon completion of the work. 
This is not only effective report writing 
experience but gives much greater meaning 
and interest to the audit work. 

Throughout his practice, the accountant 
must keep abreast of the developments in 
the fields of accounting, auditing, and 
taxes, particularly federal taxes on in- 
come. The American Institute of Ac- 
countants’ bulletins on accounting and 
auditing must not only be read but should 
be known and applied in all pertinent 
circumstances. The public accountant will 
also want to take an active part in the 
professional societies so as to enhance his 
integration into his professional field, 
and further the standards and best inter- 
ests of the profession. 
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THE EFFECT OF GROWTH ON THE 
ADEQUACY OF DEPRECIATION 
ALLOWANCES’ 


KAUFMAN 
Instructor 


ALAN GLEASON 
Assistant Professor 


University of Rochester 


Economic Review contained an ar- 

ticle challenging the widely-held 
view that depreciation allowances neces- 
sarily fail to cover replacement costs dur- 
ing a period of rising prices.? This view, it 
is argued, ignores the effects of physical 
asset expansion. The article demonstrates 
by mathematical techniques that physical 
growth, by itself, would cause depreciation 
allowances to exceed replacement costs. 
It is possible, therefore, that the effect of 
rising prices on replacement costs may be 
completely offset by the effect of growth 
on depreciation allowances. 

It is our intention to demonstrate and 
analyze these propositions through three 
arithmetic models and to develop the 
implications of this analysis. 

The first model appears in Exhibit I. 
It is designed solely to illustrate the effects 
of physical asset expansion on the relation- 
ship between depreciation charges and 
replacement costs. In the interests of 
clarity, certain simplifying assumptions 
are made. They are not essential, however, 
to the validity of the principles being 
demonstrated. Two other models will show 
the effects of altering some of these as- 
sumptions. 


RECENT ISSUE of The American 


1 The authors wish to acknowledge their indebtedness 
to Professor Dorothy Bernstein, Associate Professor of 
Mathematics, University of Rochester. 

? R. Eisner, “Depreciation Allowances, Replacement 
Requirements and Growth,” American Economic Re- 
view, December 1952. 


In Exhibit I we are dealing with a single 
company operating over a period of eight 
years under the following conditions: 


1) The firm purchases one new depreciable 
unit each year. 

2) The price per unit of the depreciable asset 
remains constant at $1000. 

3) The technology of the firm is constant, i.e., 
replacements are physically the same as re- 
tirements. 

4) The period of amortization is two years and 
is identical with the length of life of the 
asset.® 

5) The assets have no salvage value. 

6) The depreciation charge is established on a 
straight-line basis. 


In this table, and in subsequent ones, 
the writers do not wish to imply that de- 
preciation is a funding process. However, 
for the purposes of the illustrations, where 
the focus is on the adequacy of current 
asset retention for fixed asset replacement, 
it was decided to let the company fund 
working capital in amounts equal to an- 
nual depreciation charges.‘ Accordingly, 
this fund is to be credited with the cost of 
all replacements; its cumulative balance 
(plus or minus) measures, for any period of 
time, the extent to which annual charges 


3 The exhibits are simplified considerably by assum- 
ing the shortest possible amortization period. It will be 
demonstrated that no harm is done by the two-year 
assumption since it develops that a longer period en- 
hances the argument to be set forth. 

4The latter charge, of course, does measure the 
amount of working capital which could disappear via 
distribution to equity holders if depreciation is not 
recorded. 
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Exhibit I* 
Equal Annual Increments of Investment 


Constant Prices 
(Growth Increments Equal $1000 per year) 


Years 
Line Description 
1 2 3 oa bi 6 7 8 

1 Depreciable Assets on Hand.... i/i $Oo— $1,000 $2,000 $3,000 $4,000 $5,000 $6,000 $7 ,000 
See Caen 1/1 1,000 1,000 1,000 1,000 1,000 1,000 1,000 1,000 
3 Amount Subject to Depreciation. 12/31 $1,000 $2,000 $3,000 $4,000 $5,000 $6,000 $7,000 $8,000 
12/31 0 1,000 1,000 2,000 2,000 3,000 3,000 4,000 
5 Assets Acquired for Replacement 12/31 0 1,000 1,000 2,000 2,000 3,000 3,000 4,000 
6 Balance of Asset Account....... 12/31 $1,000 $2,000 $3, $4,000 $5,000 $6, $7,000 $8,000 
(Lines 3—4-+5) === === =—=—=== 

7 “Funds Provided” by Current Deprecia- 
CO EE ae $ 500 $1,000 $1,500 $2,000 $2,500 $3,000 $3,500 $4,000 

8 “Funds Provided” by Prior Depreciation 
arrest 0 500 500 1,000 1,000 1,500 1,500 2,000 
9 Total “Funds Provided”.......... $ 500 $1,500 $2,000 $3,000 $3,5 $4,500 $5,000 $6,000 

10 Funds Used for Replacement 

es 0 1,000 1,000 2,000 2,000 3,000 3,000 4,000 
11 Cumulative Effect on Working Capital... $ 500 $ 500 $1,000 $1,000 $1,500 $1,500 $2,000 $2,000 


| 


* The reader is cautioned to note that each year in the above table includes events at the beginning and at the end of the period. 


exceeded or failed to meet replacement 
costs. 

An examination of Exhibit I shows that 
current depreciation either equals or ex- 
ceeds the current replacement requirement 
in every year, with the excess occurring 
every other year. This means that working 
capital increases continuously by constant 
increments every other year. The implica- 
tion here is that if the conditions support- 
ing this model exist to perpetuity, a fund, 
presumably needed for fixed asset replace- 
ment, grows larger and larger (by constant 


increments) and never stops growing. It 
is not difficult to see why this takes place. 
Time in the illustration can be organized 
into intervals corresponding to the period 
of amortization (2 years in this case), 
At the end of each of these two-year inter- 
vals the depreciated asset is replaced, with 
the cost of replacement being measured 
by the cost of the retired asset. Provision 
for replacement, however, is the sum of 
full depreciation on the retired asset plus 
a one period charge on the addition. An- 
other way of saying this is that in each 


Exhibit IT 
Constant Percentage Increments of Investment 


Constant Prices 
(Growth Increments Equal 10% Per Year) 


Years 
Line Description 
1 2 3 4 5 6 7 & 
1 Depreciable Assetson Hand.... 1/1 $—0— $1,000 $1,100 $1,210 $1,331 $1,464 $1,610 $1,771 
1/1 1,000 100 110 121 133 14 161 177 
3 Amounts Subject to Depreciation 12/31 $1,000 $1,100 $1,210 $1,331 $1,464 $1,610 $1,771 $1,948 
Se eee 12/31 0 1,000 1 1,110 221 1,243 367 1,404 
5 Assets Acquired for Replacement 12/31 0 1,000 100 1,110 221 1,243 367 1,404 
6 Balance of Asset Account....... 12/31 $1,000 $1,100 $1,210 $1,331 $1,464 $1,610 $1,771 $1,948 
(Lines 3—4+55) = == 
7 “Funds Provided” by Current Deprecia- 
tion (Line 3 pega $ 500 $ 555 $ 605 $ 665 $ 732 $ 805 $ 885 $ 974 
8 “Funds Provided” by Prior Depreciation 
(See Line 11-prior period). .......... 0 500 55 550 10S 616 178 6 
9 Total Funds Provided............. $ 500 $1,055 $ 660 $1,215 $ 837 $1,421 $1,063 $1,670 
10 Funds Used for Replacement (See line 5) 0 1,000 100 110 221 1 367 1,404 


11 Cumulative Effect on Working Capital... $ 500 
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two-year period there is one extra charge. 

It will be noted that in Exhibit I, the 
annual fixed asset additions were respec- 
tively 100%, 50%, 333%, 25%, etc., of 
the total investment in the preceding year. 
The assumption of large initial increments 
and a declining percentage rate of change 
ininvestment simplified the demonstration 
of the basic principle. Exhibit II is de- 
signed to introduce more realism, and, at 
the same time, to show the effects on work- 
ing capital of increasing the percentage 
rate of change in investment. Exhibit IT 
accomplishes this by scaling down addi- 
tions in subsequent periods to a fraction 
of the initial investment and makes these 
annual increments a fixed per cent of the 
prior year investment. Except for this 
alteration, no other changes are made in 
the assumptions of Exhibit I. 

The results in terms of the effects on 
working capital are similar to the results of 
Exhibit I in that working capital shows a 
persistent accumulation due to the excess 
of current depreciation charges over cur- 
rent replacement costs. In Exhibit II, 
however, the percentage rate of increase 
in working capital is greater than it is in 
the case of Exhibit I. In making these 
comparisons, the reader should not be 
misled by the fluctuating character of the 
successive values on line 11. This move- 
ment reflects the effect of the short amor- 
tization period which makes it necessary 
in every other year to replace the original 
investment. Since the initial investment is 
much larger than the annual increments, 
the value of retirements is much larger 
for the years in which original investment 
is replaced. A better picture of the trend 
in working capital changes may be ob- 
tained by averaging balances for each suc- 
cessive two year period. 

From Exhibits I and II the following 
conclusions can be drawn: 1) As long as a 
firm continues to expand, depreciation 
policy based upon acquisition cost will 
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lead to the retention of current assets in 
excess of annual replacement needs and 
this excess amount will continue to grow. 
2) The greater the percentage rate of 
growth in fixed assets, the greater the per- 
centage rate of growth in the amount by 
which current asset retention exceeds re- 
placement needs. 

Neither of the two preceding exhibits 
was intended to come to grips with the 
most important current problem as far 
as depreciation policy is concerned. This, 
of course, involves the question of the 
adequacy of charges based upon historical 
cost in a period when replacement costs 
are rising as a result of rising prices. Al- 
though accountants differ as to how this 
problem should be handled on financial 
statements, there seems to be general 
agreement on the implications of the prob- 
lem as far as financial management is 
concerned. That is to say, accountants 
generally accept the proposition that dur- 
ing a period of rising prices a concern needs 
to plan for replacement at costs in excess 
of the cumulative stream of depreciation 
charges. The next step, therefore, is to 
construct an arithmetic model which com- 
bines the effects of fixed asset growth 
with the effects of rising prices. The pur- 
pose is to demonstrate that, under certain 
circumstances, the inadequate funds con- 
cept may be in error. This objective is 
accomplished in Exhibit ITT. 

Exhibit III is based upon the following 
important assumptions: 


(1) Real growth increases at a constant an- 
nual rate of 10%. That is, each annual ad- 
dition is 10% of the physical quantity of 
fixed assets existing in the preceding year. 

(2) Prices increase at a constant annual rate 
of 3%. 

(3) The price index number at the top of each 
column in the table is used both in pricing 
additions acquired at the beginning of the 
year to which the column refers, and in 
pricing replacements purchased at the end 
of the previous year. 
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Exhibit ITI 


Constant Percentage Increments of Investment 
Constant Percentage Price Increments 
(Growth Rate= 10%; Price Change=3%) 


Years 
Line Description 
1 2 8 4 6 6 7 8 9 
one level (at beginning of period). ..... 100 103 106.09 109.27 112.55 115.93 119.41 122.99 126.4 
ts: 
Depreciable Assets on Hand. . 1/1 0 10 11 12.1 13.3 14.63 16.09 17.70 
ans 6nkdaseeseeeeee 1/1 10 1 1.1 1.2 33 1.46 1.61 1.77 
Retirements (—)............. 12/31 0 10 1 11.1 2.2 12.43 3.66 14.04 
Replacements (+-)............ 12/31 10 1 11.1 2.2 12.43 3 14.04 
12/31 10 ll 12.1 13.3 14.63 16.09 17.70 19.47 
Dollars 
1 Depreciable Assets on Hand. . 1/1 $ O $1,000.00 $1, . 90 $1,286.87 $1,489.69 $1,654.05 $1,908.58 $2,126.66 
2 acc baukscasetes ss 1/1 1,000.00 103.00 6.70 131.12 149.70 169.26 192.25 217.69 
3 Amt. Subject to Depreciation.. 12/31 $1,000.00 $1,103.00 $1,280.60 $1,417.99 $1,639.39 $1,823.31 $2,100.83 $2,344.35 
+ Assets Retired . 12/31 0 1,000.00 103.00 1,177.60 240.3 1,399.00 424.31 1,676.52 
5 Assets Acquired for Replacement 12/31 0 1,060.90 109.27 1,249.30 255.05 1,484.27 450.14 1,778.58 
© Bab $1,000.00 $1,163.90 $1,286.87 $1,489.69 $1,654.05 $1,908.58 $2,126.66 $2,446.41 
(Lines 3—4+-5) = 
7 “Funds Provided” by Current Deprecia- 
tion (Line 3X50%).............-006- $ 500.00 $ 551.00 $ 640.30 $ 708.99 $819.69 $ 911.65 $1,050.41 $1,172.17 
8 “Funds Provided” 4 Prior Depreciation 
0 500.00 (9.90) 521.13 (19.18) 545.46 (27.16) 573.11 
Total “Funds Provided” - $ 500.00 $1,051.00 $ 630.40 $1,230.12 $ 800.51 $1,457.11 $1,023.25 a, 745.28 
0 Funds Used for Replacement (Line 5).. 0 1,060.90 109.27 1,249.30 255.05 1,484.27 450.14 778.58 
11 Cumulative Effect on Working Capital... $ 500.00 (9.90) 521.13 (19. 18) 545.46 (27.16) 573.11 (33.30) 


* Ninth year price is shown since it is used to determine the cost of replacements at the end of the eighth year. 


Construction of this table was facilitated 
by setting up a schedule of fixed asset 
investment in physical units. Conversion 
to dollar values was then easily accomp- 
lished through multiplying physical, units 
by the appropriate price index number. 
The schedule of physical units is pre- 
sented as a part of Exhibit ITI. 

In spite of the introduction of the price 
increase factor, inspection of Exhibit III 
reveals once again that current asset re- 
tention exceeds the dollar cost of replace- 
ments. The fluctuations in the changes in 
working capital which were noted in Ex- 
hibit IT are present again. This time they 
involve a subtraction from working capital 
in alternate years. Two-year averaging, 
however, would dramatize the adequacy 
of depreciation allowances under the as- 
sumed conditions. 

One should not infer from Exhibit ITI, 
however, that price changes have no in- 
fluence. The parameters (a 3% price 


change, and 10% growth change) were 
intentionally selected so that the growth 


effect on working capital retention would 
offset the price effect. 

It is possible, of course, for price change 
to overwhelm the impact of growth. Ac- 
tually the price effect is stronger than the 
growth effect in the sense that if the per- 
centage rate of increase in prices is the 
same as the percentage rate of increase 
in growth, working capital retention will 
be inadequate to meet replacement costs. 
In Exhibit ITI, a near-balance is achieved 
between the price and growth effects but 
only by postulating a growth rate which 
is about three times the rate of change in 
prices. 

A dual effect of price change should be 
noted. Not only do rising prices increase 
replacement costs, but they also add to 
the depreciation charges which are based 
on annual fixed asset increments acquired 
at constantly rising prices. However, since 
replacement takes place at the highest 
price prevailing during the life of the re- 
tired asset, the price change exerts more 
influence on replacement cost than it does 
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on the stream of depreciation changes 
extending back into the past. In general, 
arelatively strong combined effect of both 
growth and price change on depreciation 
isnecessary to overcome the effect of price 
changes on replacement costs. 

As the amortization period becomes 
longer, the effect of physical asset expan- 
sion on depreciation becomes greater, and 
the tendency of depreciation allowances 
to exceed current replacement require- 
ments increases. This effect can be seen 
readily by comparing two periods of equal 
length within which amortization periods 
of unequal length are operating. Since the 
two periods are equal, the number of asset 
additions will be the same in each case and 
the aggregate depreciation for the entire 
interval will be the same. However, since 
the amortization intervals are different, 
the period related to the longer amortiza- 
tion time will experience fewer replace- 
ments. With accumulations of working 
capital the same in both cases but with 
drains via replacement less for the long 
amortization period it is clear that working 
capital excesses are greater for the long 
amortization period. 

The popular view (that current allow- 
ances are understated in rising price peri- 
ods) is the consequence of focussing atten- 
tion upon the cumulative charges flowing 
from the specific asset being retired. This 
view assumes individual funds for indi- 
vidual assets, with each fund equal to 
cumulative charges to date on its associ- 
ated asset, and each untouchable in terms 
of its availability for replacement of any 
other asset. It is our contention, however, 
that this pigeonholing is not necessary; 
that funds provided by all depreciation 
charges should be looked at as a single 
source available for current replacement 
purposes. 

Can it be said with respect to this propo- 
sition that Peter is being robbed to pay 
Paul? Apparently it can, since the ade- 
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quacy of allowances at any time is based 
upon the pooling of all allowances to that 
date. But this admission does not mean 
that, at some future date, a firm will neces- 
sarily find itself confronted with inade- 
quate funds available for replacement pur- 
poses. 

In order to demonstrate this idea let us 
assume that the firm represented in Ex- 
hibit III stops expanding. Up to this 
point, more has been added to working 
capital than was necessary to meet the 
replacement costs actually incurred up 
to this time. With the cessation of growth, 
prices can continue to rise, stabilize, or go 
down. If the price level stabilizes, a firm 
has no cause for concern. Stable prices 
are associated with adequate depreciation 
charges. If prices decline, depreciation 
charges will continue to be more than 
adequate. In this case, additional “fat” 
would be accumulated to add to that which 
came into being while the firm was ex- 
panding. Now, however, suppose growth 
stops but prices continue to rise. At first 
glance, it appears that allowances immedi- 
ately become inadequate. A second glance 
reveals the existence of funds carrying 
over from the period of growth. In other 
words, a firm can use this prior accumu- 
lation to meet current replacement needs. 
It is even conceivable that a new expan- 
sion may take place before this accumula- 
tion is exhausted and the problem of in- 
adequate allowances will be indefinitely, 
perhaps even permanently, postponed. 

Finally, consider a period without 
growth, but with persistent rising prices. 
A point is ultimately reached where al- 
lowances are inadequate. The matter 
management chose to ignore during the 
earlier period of growth can no longer be 
ignored. But, this does not mean that a 
previous lack of concern over rising re- 
placement costs makes the current problem 
more difficult to deal with. In general, it 
may be argued that the time to act is 
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when depreciation allowances actually 
become inadequate to meet current re- 
placement requirements. Taking action 
before this point is reached, merely be- 
cause of a rising price level, may mean 
preparing for a situation which may never 
arise, and which, if it should arise, may be 
dealt with adequately at that time. More- 
over, the presence of rising prices implies 
a favorable economic climate in which 
even firms which are not expanding are 
probably operating at a profit. Under these 
conditions, earnings retention would com- 


pensate for inadequate allowances. 
The principal conclusions of this article 
may be summarized as follows: 


1. Physical asset expansion may offset the 
tendency of rising prices to cause replace. 
ment costs to exceed depreciation allow. 
ances. 

2. An expanding firm whose current deprecia- 
tion allowances equal or exceed current re. 
placement costs in a rising price period, has 
the option of taking action immediately to 
offset presumed future effects of the rising 
prices, or postponing action until current re- 
placement costs exceed current depreciation 
allowances. 
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TAX NOTES AS LIABILITY OFFSETS 


James E. WALTER 
Assistant Professor, University of California, Berkeley 


I 


N EARLY 1942, the American Institute 
| of Accountants stated that:! 


Since the tax notes were presumably pur- 
chased with the intent that they be used for the 
payment of federal income and excess profits 
taxes, it is also good accounting practice that they 
beshown as a deduction from the accrued liability 
for such taxes in the current liability section of 
the balance sheet.” 


This treatment was originally viewed as a 
temporary expedient and advocated on 
the basis that high wartime taxes throw 
normal working capital relationships out 
of balance. Nonetheless, the procedure of 
employing government securities as a 
liability offset continues to be regarded 
as acceptable accounting practice. 

The purpose of this paper is to investi- 
gate the current popularity of this alterna- 
tive treatment of government securities 
in corporate balance sheets and to re- 
examine the argument for allowing Treas- 
ury Tax notes as deductions from accrued 
tax liabilities. The data required for this 
study are derived primarily from the 1950 
balance sheets of 107 large nonfinancial 
corporations.? From the information furn- 
ished by this sample, some idea can be 
obtained as to the extent to which govern- 
ment securities are employed as liability 
offsets and the effects this practice may 
have on financial ratios, particularly the 
current ratio. 

In the opinion of the writer, this way of 


| handling tax notes runs counter to the 


much-publicized accounting doctrines of 


1 American Institute of Accountants, “Accounting 
for United States Treasury Tax Notes,” Accounting Re- 
search Bulletins, Number 14 (January, 1942). 

* With few exceptions, the sales of each of the na 
companies exceed one hundred million dollars for 1950. 
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full disclosure and consistency or compara- 
bility. To take a single illustration, the 
DuPont Company in 1950 relegated assets 
exceeding a quarter of a billion dollars to 
a footnote in the balance sheet. Logically 
extended, the argument given in Account- 
ing Research Bulletin Number Fourteen 
implies that any funds held for the purpose 
of discharging specific liabilities can legiti- 
mately be shown as liability offsets. 


II 


The sample of 107 large non-financial 
companies, upon which the succeeding 
analysis is based, is selected on a quasi- 
random basis and includes companies in 
nineteen different industries. Because of 
the extreme concentration of government 
securities in large corporations, the sample 
is drawn entirely from firms belonging 
to that size stratum. At the end of 1950, 
large manufacturing corporations held 
over two-thirds of the government securi- 
ties owned by all manufacturing corpora- 
tions.’ 

Out of the sample of 107 large non- 
financial corporations, the balance sheets 
of thirty-three, or thirty-one per cent, 
exhibit at least a part of their government 
security holdings as deductions from cor- 
poration tax accruals for 1950. Almost 
forty per cent of the eighty-seven sample 
companies holding government securities 
subtract tax notes from the liability side of 
the balance sheet.‘ For every four dollars’ 
worth of government securities shown on 
the asset side of the 1950 balance sheets 

3 Federal Trade Commission and Securities and Ex- 

Commission, ly Industrial Financial Re- 
port Series For All United States Manufacturing Cor pora- 
tions, Fourth Quarter, 1950, pp. 3-4. 

« Twenty of the 107 companies reflect no government 


securities in their balance sheets for 1950 and appar- 
ently held no government securities. 
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TABLE I. INDUSTRY BREAKDOWN oF 107 LARGE NONFINANCIAL CORPORATIONS SHOWING THE LOCATION 
oF THIRTY-THREE COMPANIES TREATING GOVERNMENT SECURITIES AS 
A LIABILITY OFFSET FOR 1950 
(Dollar Amounts in Millions) 


Number of Firms Show- Amount of Governmenis 


Total ing Governments as: Reflected as: 
Industry Number of 

Firms Liability No a Liability 
Offsets Gov'ts. Offsets 
Agricultural Implements.............. 3 2 0 745 58:4 
Automobiles, Ind. parts............... 8 5 0 933.0 178.6 
5 1 1 70.9 6.7 

1 0 0 3.2 0 
5 2 0 116.1 13.7 

Electrical Equipment............... 6 0 0 444.8 0 
16 + 9 74.9 71.9 

3 1 0 18.4 y 
7 1 0 840.1 12.1 
Photographic Equipment.............. 1 1 0 31.6 50.0 

Railroad Equipment.................. 3 0 0 9.8 0 
107 33 20 $4, 043.7 $978.0 


Source: Moody’s Industrials, 1952. 


of the 107 companies, taken as a whole, 
approximately one dollar is treated in the 
balance sheets as a liability offset. 

Nor is this practice dying out. Three of 
the sample corporations which did not 
show tax notes as liability deductions in 
1950 reinstituted this treatment of tax 
notes in 1951. 

The breakdown, by industry, of the 
thirty-three corporations showing govern- 
ment securities as liability deductions for 
1950 is given in Table I. Of special signifi- 
cance is the heavy concentration of these 
firms in a small number of industries. 
Nearly eighty per cent of the companies 
which reflect tax notes as offsets to cor- 
poration tax accruals fall into eight in- 
dustrial categories. 

In order to determine whether this 
tendency toward intra-industry consisten- 


cy is fostered by a few auditing firms, or 
by many firms acting in concert, a tabula- 
tion was made of the auditing firms for 
the thrity-three companies showing 
government securities as liability offsets. 
Twelve different accounting firms are 
represented, thus indicating that most 
auditors go along with this practice. Those 
firms whose names appear most frequent- 
ly include Ernst and Ernst; Authur An- 
dersen and Company; Touche, Niven, 
Bailey and Smart; and Price Waterhouse. 

The treatment of tax notes as deduc- 
tions from corporation tax accruals affects 
“quick” ratios, current ratios and almost 
every type of financial analysis which 
makes use of “unadjusted” data for cur 
rent assets or current liabilities. For illus- 
trative purposes, attention is directed at 
the impact of this accounting practice upon 
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Taste II. A Comparison oF “UNApyusTED” Current Ratios For 1950, THose ApyusTED To SHow Tax 
NoTES AS AN ASSET FOR THE THIRTY-THREE Firms TREATING Tax NOTES AS LIABILITY OFFSETS 


Current Ratio Current Ratio 
Industry and Company: Industry and Company: 
Unadjusted* Adjusted Unadjusted* Adjusted 
Agricultural Implements: Paper and Pulp: 
ree 3.95 2.39 Crown Zellerbach....... 6.11 3.80 
Allis Chambers......... 4.60 3.46 International Paper..... 3.66 2.27 
5.07 2.41 
Automobiles: 
Chrysler...... 2.46 1.95 Photographic Equipment: 
NS ee 2.54 2.25 Eastman Kodak........ 3.25 2.31 
Studebaker 2.25 1.92 Petroleum: 
Thompson Products 2.78 2.40 Pure Oil 3.59 2.76 
Aviation: Radio: 
Douglas 3.28 2.81 1.79 1.72 
2.66 2.01 
Building Materials: Stewart-Warner........ 2.85 2.03 
Diamond Match..... 5.80 4.02 rey 2.44 2.30 
National Gypsum...... 3. 2.69 
Retail Trade: 
Food Products: Steel and Iron: 
ere 4.20 2.83 Republic Steel......... 2.73 2.08 
3.29 2.62 Textiles: 
National Dairy......... 3.51 y 4.62 3.30 
Office Equipment: 
4.44 3.69 Tires: 
3.56 2.73 
5.13 2.81 
5:00 5.32 3.74 


* Annual Reports. 
Source: Moody’s Industrials, 1952. 


current ratios. A comparison of “unad- 
justed’”’ current ratios, as shown by annual 
reports, with those in which the data are 
amended to show tax notes as an asset 
component is given in Table II for thirty- 
three sample companies exhibiting tax 
notes as offsets to tax liabilities. 

For a sizeable portion of these thirty- 
three companies, the influence on the 
current ratio of treating tax notes as de- 
ductions from current liabilities is sub- 
stantial. In three instances, the effect of 
this presentation more than doubles the 
current ratio. In eight instances, the cur- 
rent ratio is raised by one-half or more; 


| and in twenty-one cases, by one-fourth 


or more. 


The case for the adoption and utiliza- 
tion of “generally acceptable accounting 
practices” rests primarily upon the doc- 
trines of comparability. Generally accept- 
able accounting practices ought to be 
designed to produce financial reports 
which possess, insofar as possible, histori- 
cal continuity and inter-firm comparabil- 
ity. It is evident, however, that the 
introduction of dual standards, such as 
those of Bulletin Fourteen is inconsistent 
with the attainment of this desired result. 

Proponents of the deduction of tax 
notes from corporation tax accruals, as a 
wartime measure, pointed out that the 
adoption of this practice might actually 
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improve the historical comparability of 
financial ratios such as the current ratio. 
Their argument was based upon the propo- 
sition that high wartime taxes tend to dis- 
tort the normal relationship between cur- 
rent assets and liabilities and that the cor- 
poration tax liability would decrease ap- 
preciably with the restoration of peace. 
Unfortunately, corporation tax liabilities 
have remained high in the postwar period, 
and the practice of treating tax notes as a 
liability offset has continued. What is 
more, many firms which followed this prac- 
tice during the war have discarded it, 
leaving a significant problem of inter- 
firm comparability. 

To some extent the problem is amelior- 
ated by the fact that companies which 
deduct tax notes from tax accruals tend 
to be concentrated among a few industries. 
Although this condition improves intra- 
industry comparability, it does not solve 
a number of difficulties. In many instances, 
it is desirable for comparisons to extend 
across industry lines. One large company 
with which the writer is familiar prefers 
size to industry groupings as the basis for 
making comparisons with other firms. 
Furthermore, in only a few industries do 
all large firms deduct tax notes from the 
liability side. Finally, the relative amounts 
of tax notes treated as liability offsets are 
seldom consistent among firms. For the 
thirty-three companies showing tax notes 
as a liability deduction in 1950, the offset 
ranges from a minimum of slightly over 
twenty per cent to a maximum of one 
hundred per cent of accrued taxes.® 

The situation is further confused by the 
fact that acceptable accounting practice 
permits the deduction of tax notes alone 
from tax liabilities. Because of relative 
increases in the yield on Treasury bills, 
there has been a recent movement away 

5 The deduction is supposed to be an offset to corpo- 
ration income and excess profit tax accruals, but several 


companies lump all taxes together in their balance 
sheets. 
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from tax notes into Treasury bills. This 
change in preferred investment media af. 
fects current ratios, without any actual 
change occurring.® An executive for a large 
food products company states in corre 
spondence that: “‘At one time we bought 
tax notes with our income tax provision, 
About eighteen months ago (August, 
1951), we shifted to 91-day bills as the 
interest rate is now just as attractive and 
they are a much more marketable invest. 
ment than tax notes.” 

There is no guarantee that tax notes 
will be employed to defray accrued in- 
come taxes; neither is there any guarantee 
that other types of government securities, 
as well as cash, may not be held for this 
purpose. One executive with whom the 
writer has conferred argues that the posi- 
tioning of tax notes as a liability offset 
is merely an accounting convention and 
implies little about the use to which these 
assets will ultimately be put. As a matter 
of fact a significant portion of the tax notes 
may be held primarily for precautionary 
purposes. If profits remain stable, cash 
sufficient to discharge the tax obligation 
is likely to flow into the firm in the interim 
between its accrual date and the time when 
the liability must be discharged.’ 

It can be argued that financial analysts 
can always make adjustments to produce 
inter-firm comparability, provided the 
balance sheet contains sufficient informa- 
tion. This argument has some validity, 
but neglects the fact that adjustments 
take time and effort and that the uniniti- 
ated may overlook items hidden away in 
footnotes. The current ratios shown in 
Moody’s Industrials, for example, do not 
recognize that in some instances tax notes 
serve as liability offsets. 

The accountant’s responsibility is a 

* In many instances, the Treasury bills may actually 
— on the date at which the tax liability is dis- 


TIf profits decline, moreover, tax rebates may be 
forthcoming. 
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public one. The manner in which balance 
sheets are set up ought to provide maxi- 
mum usefulness both to the businessman 
and the general public, insofar as the pur- 
poses for which these two groups utilize 
such statements do not conflict. If orderli- 
ness and consistency are not fundamental 
objectives balance sheet items could be 
listed in any fashion. The user, assuming 
heis competent to do so, will then be forced 
toadjust and re-group balance sheet com- 
ponents to render them utilizable. 


IV 


Since dual standards tend to create 
confusion, the preceding discussion clearly 
appears to suggest the need for an amend- 
ment to Accounting Research Bulletin 
Number Fourteen. It is the writer’s opinion 
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that tax notes should be treated only as 
asset items. 

For accountants who are concerned with 
improvements in accounting practices and 
full disclosure, the case of Tax Anticipa- 
tion Notes is an excellent one to consider 
carefully. Once revisions in accounting 
procedures have been instituted, they are 
dificult to eradicate. Accepted by the 
American Institute in 1942 apparently as a 
temporary wartime expedient, the specter 
of tax note deductions from tax liabilities 
still remains an unexorcised ghost. With 
continuing high income taxes along with 
the substantial volume of tax notes still 
outstanding, the practice is likely to re- 
main an impediment to proper reporting 
unless positive steps are taken to discon- 
tinue its use. 


FULL MEMBERSHIPS 
in the 


AMERICAN ACCOUNTING ASSOCIATION 


$5 per year ($5.50 outside of the continental United States) 
Life Memberships are $100 


Members receive the ACCOUNTING REVIEW and occasional other publications without further 
cost, are entitled to attend the annual conventions, and may vote at the annual meetings. The re- 
quirement for membership is an interest in the advancement of accounting theory and practice 
as outlined in the official objectives of the Association. 


ACTIVITIES 
The principal activities of the Association consist of its publications, the work of its committees, 
and the annual conventions. Generally five or more sessions or round tables are scheduled at the 
annual meeting to provide for the presentation of papers on a variety of subjects. At this time a 
business meeting is held, committee reports are presented, and officers are elected. 


Memberships may not be held by firms, schools or libraries. Such institutions may sub- 
scribe for the ACCOUNTING REVIEW, of course. 


Write for an application blank or information booklet 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 
UNIVERSITY OF ILLINOIS, URBANA, ILLINOIS | 


This 

af. 

tual 
large 
orre- 

ught 
sion. 
rust, 

the 

and 

est- 

Otes = 

In- 

ntee 

ties, 

the 

Osi- 

and 

ese 

tter 

lary 

ion 

rim 
hen 

rsts 

uce 

the 

na- 
ity, 

nts 

in 

in 

tes 

a 

lly 
dis- 

be 

| 


HAS A.R.B. 29 SETTLED THE PROBLEM 
OF INVENTORY VALUATION? 


NATHAN SEITELMAN 
Associate Professor, The City College 


need for standardized practices in 
connection with inventory valua- 
tion for the purpose of reflecting more ob- 
jectively operating results and balance 
sheet data contained in their reports. 
Up to the middle of the nineteenth cen- 
tury, most businesses were not too large 
or complex. They carried their inventories 
at cost and by the first-in first-out method. 
The problem was one of physical count 
and extension at the last invoice prices. 
Several authors of accounting books be- 
lieved that the market values of assets 
should not be ignored and should at least 
be mentioned,’ probably by footnote in 
the balance sheet. During that time, the 
statement of financial condition was con- 
sidered more important than the profit 
and loss statement, because the latter 
statement was merely used to prove the 
correctness of the change in the proprietary 
interest in the balance sheet.” Although the 
operating statement played a secondary 
role in reports, accountants were reluctant 
to disturb the reflection of revenues less 
costs, appropriately matched on an his- 
torical basis, by inclusion of an unrealized 
loss. However, the conservative conven- 
tion of considering all losses and only those 
gains which have been realized in the de- 
termination of net profit was gradually 
gaining a foothold. As an illustration, 
Jacques Savary, in 1712, stated that 
care should be taken not to estimate assets 
at more than their worth.® 


CCOUNTANTS recognized long ago the 


1 A.C. Littleton, Accounting Evolution to 1900, Amer- 
ican Institute Publishing Company, Inc., New York, 
pp. 151-2. 

Tbid., pp. 153, 159, and 160. 

* A. C, Littleton, op. cét., p. 152. 


The practice of valuing inventory at the 
lower of cost or market was gaining recog. 
nition in the latter part of the nineteenth 
century* due to changing economic con- 
ditions, and influence of bankers and credit 
institutions.5 

Many authors of accounting works in 
the first two decades of the twentieth 
century were still divided in their opinions 
as to valuation practices for inventory. 
The list of authors favoring cost was 
quite impressive.® 

There was almost universal adoption of 
the lower of cost or market rule for inven- 
tories’ as a result of the Treasury Depart- 
ment’s ruling permitting the use of this 
basis.* Although admitted as a universal 
practice, several authors were not entirely 
satisfied with the substitution of conserva- 
tive practices for the cost basis. Their ob- 
jections were mainly on grounds that this 
practice departs from the historical ap- 
proach in arriving at a net profit, it may 
result in a shift of profit from one period 

4 F. S. Tipson, Auditing, 1904, published by author, 
p. 6. An auditing question on the New York C.P.A 
Examination of December 1896 (Auditing, Question 2) 
was answered on the basis of the lower of cost or market. 

5 R. H. Montgomery, Auditing ce and Practice, 
1912, Ronald Press, New York, p 

®W. R. MacKenzie, “The Rerification and Treat- 
ment of Inventories in Audits and Examinations of 
Manufacturing and Trading Concerns,” Journal of Ac- 
countancy, Dec. 1909, pp. 114-6; P. J. Esquerré, Ap- 
plied Theory of Accounts, 1914, Ronald Press, New 
York, p. 71; R. B. Kester, Accounting Theory and Prac- 
tice, 1917, Ronald Press, New York, p. 222 (Professor 
Kester changed his view in his second volume which was 
published in 1919); E. A. Saliers, Accounts in Theory and 
Practice—Principles, 1920, McGraw Hill, New York, 
pp. 37-8. 

7 E. L. Kohler, and P. W. Pettengill, Principles of 
Auditing, 1932, 3ed., McGraw Hill, New York, p. 80. 

* T.D. 3108 (1917); and CB 4, 49 amended Reg. 45, 
Art. 1582 (Dec. 30, 1920)—permitted the use of lower 


of cost or market for valuation of i inventory for Federal 
Income Tax Returns. 
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Inventory Valuation 


to another, and therefore, the power for 
evil is great because of materiality of in- 
ventory and its effects on financial state- 
ments.° 

In 1929, the American Institute of Ac- 
countants reaffirmed the lower of cost or 
market rule for inventory valuation.’ In 
1943, the Research Department of the 
American Institute made a survey of 
members of its Committee of Accounting 
Procedure for the purpose of formulating 
rules for inventory pricing. According to 
replies, it is evident that there was some 
agreement on application of the lower of 
cost or market." However, the study re- 
flects quite a bit of evidence indicating 
differences of opinion on many points in 
connection with that method of valuation 
and its application.” In 1947, four years 
later, Accounting Research Bulletin No. 
29 on ‘Inventory Pricing’”’ was issued. The 
bulletin contains eleven statements of 
which statements 5 and 6 deal with appli- 
cation of the lower of cost or market and 
the limits of the market, when market is 
used. An interpretation of statements 5 
and 6 did not appear in many textbooks 
until 1952." Although some reference was 
made to that bulletin before 1951, auditing 
texts concentrated on interpretation of the 
Treasury Department’s Regulations. 

*E. L. Kohler and P. W. Pettengill, op. cit., p. 80; 
W. A. Paton, Accounting, 1924, Macmillan Co., New 
York, p. 374; and, P. J. Esquerré, Accounting, 1927, 
Ronald Press, New York, p. 258. 

10 Examination of Financial Statements by Independ- 
ent Public Accountants, 1929, American Institute of Ac- 
countants, p. 17, item 2. 

1 Journal of Accountancy, April 1941, p. 300: answers 
to questions 3, 4, 5 and 15. 

_ ® Ibid., p. 300: note distribution of answers to ques- 
tions 10, 12, 13, 20 and particularly to question 4. 

3H. A. Finney and H. E. Miller, Principles of Ac- 
counting—Intermediate, 1951, 4th ed., Prentice-Hall, 
New York, p. 376; A. W. Holmes, Auditing Principles 
ond Procedures, 1951, 3rd ed., Richard D. Irwin, Chi- 
cago, pp. 285-8. 

“T. W. Byrnes, K. L. Baker, and C. A. Smith, 
Auditing, 1948, Ronald Press, New York, p. 215; R. H. 
Montgomery, N. J. Lenhart, and A. R. Jennings, Mont- 
gomery’s Auditing, 1949, 7th ed., Ronald Press, New 


York, pp. 186-8; and C. Oehler, Audits and Examina- 
wie American Book Company, New York, pp. 
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In the latter part of the thirties, bankers, 
business people and accountants began to 
place greater emphasis on the income state- 
ment than on the balance sheet. With 
this new stress on operating results, ac- 
countants were once more strongly di- 
vided on the application of the lower of 
cost or market rule and whether periodic 
income should or should not be influenced 
by losses on inventory declines. George 
O. May believes that the conservative 
practice is here to stay because of its prac- 
tical consequences.'® However, some au- 
thors believe that net profit should be 
arrived at without any deduction of the 
unrealized loss due to price declines of 
inventory.!” Finney and Miller are of the 
opinion that accountants have ignored the 
effect of profit shift in the past because the 
balance sheet was more important.'* With 
the advent of emphasis on the operating 
statement, the propriety of lower of cost 
or market is becoming a subject of ques- 
tion because of its tendency to shift and 
distort profits and: 

“Cost or market, whichever is lower, is receiv- 
ing less support from accountants and is being 
refined in a number of ways, all in the direction of 


not reducing the cost figure unless a loss on the in- 
ventory investment is clearly in prospect.’”!® 


INTERPRETATION OF STATEMENTS 5 AND 
6 IN A.R.B. NO. 29 


Under statement 5, inventory is valued 
at the lower of cost or market. However, 
Statement 6 limits the market price or 
value used, when market price is lower than 
cost: 


(1) Market should not exceed the net realizable 
value”? (i.e., estimated selling price in the ordinary 
course of business less reasonably predictable 


% W.A. Paton and A.C. Littleton, Am Jntroduction to 
Corporate Accounting Standards, 1940, American Ac- 
counting Association (Monograph No. 3), pp. 98-9. 

16 George O. May, Financial Accounting, 1943, Mac- 
millan Co., New York, P- 180-1. 

17 Byrnes, Baker rane 8 mith, op. cit., p. 210. 

18 Finney and Miller, op. cit., pp. 382-3. 

19 Tbid., p. 386. 

20 Hereinafter referred to as the ceiling limit or value. 
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costs of completion and disposal) and (2) Market 
should not be less than net realizable value reduced 
by an allowance for an approximately normal 
profit margin.’ 


Ordinarily, if the market price is higher 
than cost, Statement 6 does not apply 
because cost and not market is used, where 
both cost and market are within the limits 
of value under Statement 6. However, if 
cost, even though lower than market, is 
above the limits in Statement 6, State- 
ment 6 (1) should be invoked as the upper 
limit or ceiling value to be used.” If the 
market is lower than cost and both values 
are lower than the floor limit of Statement 
6 (2), cost is to be used because the lower 
limit would result in a value higher than 
cost and a recognition of an unrealized 
gain.* The limits established by State- 
ment 6 are not intended as substitutes for 
the market price but limit the use of mar- 
ket price in situations where market is 
lower than cost. However, when market 
value is not ascertainable for comparison 
with cost, these limits serve as a guide to 
valuation. If market is lower than cost and 
is within the limits of the ceiling and floor 
values of Statement 6, market price should 
be used; and if market is lower than cost 
but higher than the ceiling, then the ceiling 
limit is used under Statement 6 (1). 


SURVEY OF CURRENT PRACTICES 


Towards the close of 1952, the author 
was interested in ascertaining whether 
A.R.B. No. 29 had any serious influence 


*! Hereinafter referred to as the floor limit or value. 
an Montgomery, Lenhart and Jennings, op. cit., p. 
% Statement 6 probably was not intended to apply to 
raw materials inventory of a manufacturer, particularly 
the “floor price.” 

% Finney and Miller, op. cit., p. 376 for application of 
rule 6 by illustration. Their interpretation differs with 
the interpretation presented in Montgomery’s Auditing 
(7th ed.) only in the case where cost is lower than the 
market price and both the cost and market aré higher 
than the ceiling limit—the latter book applies the ceil- 
ing limit or more conservative attitude despite the fact 
that cost is lower than the market price. 
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in standardizing the practice of inventory 
valuation—five years after release and 
discussion of the bulletin in the profes- 
sional societies. 

A questionnaire was prepared on current 
practices which deliberately omitted men- 
tion of the research bulletin. Almost two 
hundred copies were distributed among 
accountancy department chairmen for 
their practicing faculty members in seven 
university Schools of Business Adminis- 
tration situated in New York State. 
Seventy-two replies were received from 
five universities. 

The questionnaire was by no means 
exhaustive. The emphasis was on expres- 
sion of valuation practice. The cases 
when answered would furnish the follow- 
ing information: (a) uniformity or lack of 
uniformity in practice; (b) observance or 
non-observance of Statements 5 and 6 
in A.R.B. No. 29; and (c), were inventories 
reduced to market or some other value 
even though the prospect of loss was not 
clearly evident. 

A tabulation of answers indicates that 
the majority leaned heavily towards con- 
servative valuation of inventory with 
some emphasis on the lower of cost or mar- 
ket, even when no loss was in prospect— 
as in cases where market value was used 
even though it was lower than the floor 
limit in Statement 6 (2) of A.R.B. No. 29. 

For the purpose of determining valua- 
tion practices by individuals in the group, 
the questionnaires were classified by policy 
substantiated by valuations used in at 
least 8 out of the 9 cases, allowing for varia- 
tion in no more than 1 case. The results 
of this analysis reveal: (a) the great major- 
ity in the group followed three variations 
of conservative practices—from ultra con- 
servative valuations down to the conven- 
tional cost or market rule; (b) only 5 out 
of 72 reflected adherence to Statements 5 
and 6 of A.R.B. No. 29; and (c), seven 
replies commented on the impracticality 
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Inventory Valuation 


of application or determination of ceiling 
and floor limits in practice. 


CONCLUSIONS 


An opinion in connection with valuation 
of any asset is not a simple task because 
value depends on a number of factors and 
circumstances. 

Although the accountant is not pre- 
sumed to be an appraiser, the value of 
stock in trade generally affects his report 
to such an extent as to make the report 
subjective unless valuation is applied con- 
sistently on some standardized and gener- 
ally acceptable method. 

The evidence clearly indicates a lack 
of uniformity among practitioners and non- 
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adherence to Statements 5 and 6 of A.R.B. 
No. 29 in valuation practices. The bulletin 
has not accomplished its objectives. 

Perhaps, a solution to the century-old 
problem of inventory valuation can be 
found in reflecting the inventory: 

(a) at cost with a surplus reserve clearly 
earmarked for valuation purposes to reduce 
inventory to whatever basis the account- 
ant deems necessary. This would not affect 
operating results subjectively and yet 
might provide a balance sheet which 
would satisfy the business community; or 

(b) in periods of declining price levels, 
on lower of cost or market, with market 
value not to exceed the ceiling enunciated 
in Statement 6 (1) of A.R.B. No. 29. 
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FINDING THE RATE OF INTEREST 


E. STEeLson 
Michigan State College 


nance where it may be desired to find 
an unknown rate of interest, a uni- 
formity of approach to approximation 
formulas of considerable accuracy can be 
achieved for the three fundamental func- 
tions and their inverse functions, and also 
for the bond function, by means of the con- 
cept of the total interest growth over the 
term of the investment, or indebtedness 
(depending on the viewpoint). 
Let J=the total interest; then in the 
four cases mentioned, we have 


I=Rn—-B 


[: PROBLEMS in the mathematics of fi- 


where B=present value of an annuity of R 
for periods; 


I=D—Rn 


where D=amount of an annuity of R for 
n periods; 


I=S-—V 
where V =present value of S; 
I=cn—p 


where c=coupon, p=premium (discount 
if negative), and #»=number of periods, for 
a bond. If P=price, p= P—1. More gen- 
erally, p=(P—C)/C, where C is the re- 
demption value. 

By means of these relations, we are able 
to make substitutions in the usual formu- 
las, obtaining what may be termed indirect 
formulas, which give rise to series that 
converge more rapidly than the series ob- 
tained by expansion of the original formu- 
las. Thus: 

Present value of annuity: 


RatpH W. SNYDER 
Geo. S. Olive & Co. 


Direct: 


(1) B=R 


Indirect: 


B+I 1—v" 
(la) B= = [— 
n 1 nit—1-+v" 


Amount of annuity: 
Direct: 


(2) D 


Indirect: 
D-I 


(2a) D= 


n is (A 


Present value of a sum: 
Direct: 
(3) V=Sv" 
Indirect: 


(3a) : 


Ordinary bond (single maturity): 
Direct: 


1—v" 


1—v* 


P=1+(c—i) 


(4) p= (c—t) 


i 


Indirect: 


By ¢ 
in the 
the nt 

(6) 
1—v" 
7) 
(/ 
proxil 
first t 
and ( 
right 
for 1. 
ciple 
first 
closer 
ing t 
_| 
| 
subse 
used 
the 
~p——=c-i it log 
a ruc 
ni—1-+-v” 
F 
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Finding the Rate of Interest 


By expansion of (1+-7)* or (=(1+%)-*) 
in the indirect formulas, and division of 
the numerator by the denominator, we ar- 
rive at the following indirect series:! 


(n—1)(n+2) 
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only, an i so rough as to be worth almost 
nothing by itself.) 

Formulas for i, and i;, obtained as de- 
scribed from the four series shown, are pre- 


2I 
(5) p-—_|1 i+ 
(n+1)i 6 36 


_(n—1)(n+2)(n-+8) | 
540 


+1 1)(n—2 1)(n—2)(n—8 
(n—1)i 6 36 540 
I (n?—1)(m?—19) | 
ni 2 12 24 720 
1 2—1)(n?—19 
2 12 24 720 


We use these series as the bases for ap- 
proximations to the interest rate i. 

For a first approximation, we retain the 
first two terms in the brackets in (5), (6), 
and (7), and the first two terms on the 
right side in the bond series (8), and solve 
for i. By retaining an additional term 
from each series, and following the prin- 
ciple of replacing a small unknown by its 
frst approximation, we obtain a much 
closer value for i. 

Although we call the 7 found by retain- 
ing two terms a “first approximation,” it 
will be convenient to designate it as 72, the 


sented as a group in Table 1. As a special 
case, formulas are given for i, and 7; in an 
annuity with (n—1) regular payments R, 
and an odd final payment Z; and to round 
out the set, the similar type formulas for 
i, and 7, in a serial bond problem are in- 
cluded. 

In all cases except those of the bonds, 
alternative formulas are shown in terms of 
the inverse function. Both forms give iden- 
tical results. 

We can arrive at simple error formulas 
for 7 in the annuity problems. The error for 
iz in formula (9) is found from the relation 


2I 2I  (n—1)(m+2) . 
(n+1)ie 6 (n+1)i 6 36 


Solving for i—i2, we get 


540 


36 


subscript indicating the number of terms 
used in finding it. Then 7, will represent 
the i found by retaining a third term. (As 
it logically should, i; may be considered as 
a rudimentary 7 found by using one term 


1 Formula (1a) and series (5) were shown by Stelson, 
American Mathematical Monthly, April, 1949, p. 258. 


Now the expression in brackets, like 
series (5), is an alternating series whose pth 
term approaches zero (for values of and i 
which are used in finance), and the re- 
maining error by stopping with any term 
is less than the first neglected term. The 
error in formula (9) is therefore 


| 


The Accounting Review 


TABLE 1 


I. PRESENT VALUE OF ANNUITY OR INSTALLMENT 
PAYMENT PROBLEMS 


I I 
I(n—1) Rn(n+1) T(n+2) 
I 


2 


2 6 36 2 3 36 


(9)? 


I(a). ANNUITY PROBLEM—(z—1) REGULAR PAYMENTS, 
FINAL PAYMENT Z 
I I 
2 6 3 
(B+Z)n I(n—2) 
2 6 36 7 Wag 
r 
2 3 36 6 


(11)* m= 


(12) 


12 


12 


II. AMOUNT OF ANNUITY OR SINKING FUND PROBLEMS 
I I 
or 
D(n—1)  I(n+1) Rn(n—1) I(n—2) 
2 6 
I 


(13) 


(14) is 


2 6 36 36 


2 Stelson, American Mathematical Monthly, April, 1949, p. 258; AccouNTING REVIEW, July, 1952, p. 369. 
* An alternate formula for (11) is 
I 


2 6 


Stelson, American Mathematical Monthly, May, 1953, p. 326. This formula reduces to (9) when Z=R, whereas (11) 
and (12) reduce to (9) and (10) when Z=0, and n is changed to (n+-1). The approximation i,’ is slightly closer than 


and is usually less than 7; (and not as close). Obviously i2’>¢2, and is’ if which 


is true unless Z is very small. 
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TABLE 1—Contlinued 


| Ill. PRESENT VALUE OR COMPOUND AMOUNT PROBLEMS‘ 
I I 
1(15) or 
I(n—1) I 1 
2 2 
| I I 
I(n—1) I(n?—1) I(n+1) I(n?—1) . 
Vnt+ 12 n 12 
12 2 12 
| IV. ORDINARY BOND PROBLEM (SINGLE MATURITY) 
(17)° : 
p(n+1) 
2 
I 
(18) is 
2 12 
V. SERIAL BOND PROBLEM® 
(19) 
> Cn 
(20) I 
> Cn(n+1) rc I >> Cn(n+1) 
— — 


‘In these problems the exact formula i= ~/(S/V)—1 may be used. We present this case to show the unifying 
effect of the total interest concept. Also, the formulas for ig and iz given here are direct and do not require log- 
arithms. 

’ Formula (17) is well known. R. Todhunter shows it in his Compound Interest and Annuities Certain, p. 173 
(1937 ed.). He also shows a second stage formula comparable in results to formula (18), but requiring rather more 
computational effort, and derived by dropping 1 from (n?—1) in the third and fourth terms of series (8). Formula 
(17) is also the basis for solutions in Financial Compound Interest and Annuity Tables, pp. 801-802, where it is unjustly 
labelled ‘‘not mathematically sound.” 

*In the serial bond formulas, J= >, C—1, where II is the price of the issue. The underlying series here is 
not indirect in the sense used in this paper. It will be observed that we have used 4, the very simple and crude ap- 
proximation. It is further seen that in the second form of (20) 7; no longer shows as such, its elements having been 
incorporated into the formula. For discussion of the derivation of this pair of formulas, and of the meaning of the 
summation signs, see Snyder, ACCOUNTING REVIEW, July, 1953, p. 412; also Richard A. Byerly, AccoUNTING 
Review, September, 1941, p. 281. 
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since <i. 
In a like manner the error for 1; is found 
to be 


(n—1)(nm+2)(n+8) 
<- i*, 
540 


The errors for formulas (13) and (14) 
are similar: 


and 
(n+1)(n—2)(n—8) 
= 
540 


€3 


Unfortunately, the same method applied 
to the present value and bond formulas 
does not result in a suitable error formula, 
and a quite complicated expression is re- 
quired to show even approximately the ac- 
tual error. 

Certain similarities and differences in 
the characteristics of these approximation 
formulas for i are worth noting. 

The fourth term in the brackets in series 
(6) for the amount of an annuity contains 
the factor (n—8). Therefore for »=8, the 
fourth term becomes zero. This means that 
for »=8 the first three terms as used in 
formula (14) will produce nearly perfect 
accuracy in i; (it will not be absolutely ac- 
curate because the fifth term of the series 
does not contain (n—8) as a factor, and 
hence there is a small residue left to shade 
the accuracy). The value »=8 also marks 
a change in sign in the error: for values of 
n <8, is is slightly too large; for n=8, i; is 
too small, the error growing progressively 
as m increases, and also as 7 increases. 

Formula (16), fori;in the present value or 
compound amount problem, behaves some- 
what like formula (14), except that there 
is no unchanging value of m at which the 
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(n—1)(n+2) ] (n—1)(n+2) 
| 


36 


sign of the error changes, as in (14), since 
no integral value of n (except m=1) pro. 
duces zero for any of the terms of the se- 
ries. We may only say generally that, for 
values of # up to the vicinity of m= 20, de- 
pending on the size of i, i; will be a little 
too large, while for greater values of 1, i, 
will be less than true 7. 

The practical meaning of the behavior 
of formulas (14) and (16) is that they have 
a slight advantage in accuracy. Instead of 
an increasing error from m= 1 or m=2, they 
get a fresh start, so to speak, at »=8 (for- 
mula (14)), or around =20 (formula 
(16)). 

Formula (10), on the other hand, con- 
forms to the more usual type of approxi- 
mation formula, and gives progressively 
less and less accurate i’s, always greater 
than true 7. 

The bond formula (18) has a dual na- 
ture, since p may be positive or negative.’ 
When ? is positive (premium bond), the 
error pattern is similar to that for formula 
(10), except that 7; is always less than true 
i. But when p is negative (discount bond), 
the error pattern becomes similar to that 
of formula (16); that is, 7; begins by being 
too large, but as increases, 7; becomes too 
small. For a discount bond, the point at 
which the sign of the error changes varies 
greatly, according to various combinations 
of interest rate and discount. For a low 
yield and small discount, the value of m at 
which the error changes sign may be as 
great as 100 to 200. 

It is possible to modify the formula for 
i; in the present value of an annuity, so 
that it possesses the same characteristic as 
that described for formula (14) in the 
amount of an annuity, by a consideration 
of d, the discount factor, d=i/(1++2), 


7 It is scarcely necessary to remark that when p=0, 
formula (18) reduces to i=c. 
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Finding the Rate of Interest 


whence i=d/(1—d). By substitution of 
d/(1—d) for i in the indirect formula, the 
expansion may be made to yield a series 
in d. The d’s are then replaced by the 
equivalent 1/(1+7), and we reach the fol- 
fowing series: 


(5a) B=——— 
(n+1)1 

By this roundabout shifting from ¢ to d 
and back again, the fourth term now con- 
tains a factor (n—7), thus becoming zero 
when »=7, and the series becomes closely 
parallel to series (6) for the amount of an 
annuity with (7—§8) in its fourth term. 

We may designate as i;, the approxima- 
tion found by inserting (1+72) in the de- 
nominator of the third term: 


6 36 
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I 
12 2 


(18b) 


In presenting the approximation formu- 
las, we have shown them all with the single 


quantity J in the numerator, in order to 
emphasize the essential nature of the prob- 
lem of finding the rate, which is to spread 
the total interest J over the term of the 
investment or loan in such a way as to 
show the true rate of interest per period. 
The formulas may be put in easier form for 
computation, by appropriate multiplica- 
tions to clear them of fractions in the 


I 


i+i 540 


(10a) = 
B(n+1) 1) 


I(n—1)(n+2) de 


+ 
2 6 


36 1+% 


or 


I 


Rn(n+1) _T(n+2) _I(n+2)(n-1) 


2 3 


Here 73, is too small up to »=7, and too 
large thereafter, these errors being the op- 
posite of those in formula (14). 

The error formula for (10a) becomes: 


€3q = — tag 1, 
540 


For a premium bond, formula (18) may 
be similarly modified, and it then behaves 
very much like formula (16) in the present 
worth problem. For a discount bond, how- 
ever, it will usually be found better to add 
the fourth term from series (8). The modi- 
fied formulas are: 


I 
p(m+1)  p(n?—1) 1g 
n-+- + 
2 12 1+%2 


(18a) 


36 


denominator, thus eliminating interim di- 
visions during a computation. 

It remains to show something of the ac- 
tual performance of our formulas. 

The present value of an installment of $1 
for 36 periods is $25.488,842,48; find the in- 
terest rate. Here B=25.488,842,48; R=1; 
n= 36; and Rn—B=10.511,157,52. We 
use formula (10), multiplying numerator 
and denominator by 36 to clear the de- 
nominator of fractions. (See next page for 
the detailed computation.) 

The true rate is i= .02, so that we have 
accuracy to within about four units of the 
sixth decimal place. Furthermore, with the 
error formula, formula (10) is substan- 
tially as good as the modified formula 
(10a). 
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Numerator: 36] 
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378.401,670,7 


Denominator: 


1st term: 18Rn(n+1) = 23,976. 
2nd term: —12J(n+2) =— 4,793.087,83 
Denominator for i2 = 19,182.912,17 .019,725,976 
3rd term: —I(n+2)(n—1)iz2=— 275.765,98 
Denominator for #3 = 18,907.146,19 tg= .020,013,69 
3rd term modified: 
—275.765,98+(1i+i) =— 270.431,46 
Denominator for i, = 18,912.480,71 .020,008,04 
Error by formula: 
35X38 X44 
For = .0° 16 =— .000,017,3 
540 
35X38 X29 
For ize = —————— X ..0° 16 =— .000,011,4 
540 
iz after correction by error formula = .019,996,4 
iz, after correction by error formula = .019,996,7 


We stress the point that the finding of 7, 
amounts only to a side calculation; with- 
out any retrograde or iterative step, we 
immediately utilize 7, in the further prog- 
ress of the work. 

By formula (16) the yield on the familiar 
United States “E”’ bond selling for 75 and 
maturing in 10 years for 100 is found to be 
.029,188, which is two units high in the 
sixth place. For the newer bonds maturing 
in 9 years 8 months, the yield is found to 
be .030,209, with the same error. 

Formula (16) may also be used to find 
the effective rate for 1/nth of a period. In 
this case J simply equals the effective rate 
for the whole period. Suppose the effective 
daily rate is desired for an effective semi- 
annual rate of .025. Here J=.025 and 
n=180. By the formula the daily rate 7; 


comes out .000,137,190,6, correct through 
the last decimal, as shown in Financial 
Compound Interest and Annuity Tables. 
Even with a 10-place log table we could do 
no better than by this direct calculation. 
For a monthly rate, »=6; and we find the 
monthly i;=.004,123,915,9, four units too 
large in the tenth place. If we want the rate 
for 11 days, 2=180/11= 16.3636, and the 
11-day 7;= .001,510,132, correct to at least 
8 places according to Little’s 8-place table 
of Factors for True Values to the Exact Day. 

Instead of giving additional detailed ex- 
amples, we show some tabulations of the 
approximate error for i; (i: for the serial 
bonds). In the bond tabulations, # stands 
for the number of half-years, and ¢ for the 
semiannual coupon rate. 
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TABLE 2 


561 


I. PRESENT VALUE OF ANNUITY 
OR INSTALLMENT PAYMENT 


Ill. PRESENT VALUE OF A SUM 
OR COMPOUND AMOUNT 


Error for i; when 


Error for i; when 


i= .01 i= .02 t= .03 i= .01 t= .02 t= .03 
5 | —.000,000,007 —.000,000,1 —.000,000,5 — .000,000,01 —.000,000,1  —.000,000,7 
10 | —.07 4 — 3 3 5 2 
15 | —.0 1 — 2 — 7 6 6 +.6 2 
20} —.0 2 — 3 1 8 +.6 1 7 
30| —.0 6 1 4 +.07 7 8 
40| —.6 1 2 8 6 a... 2 2 
I(a). PRESENT VALUE OF ANNUITY IV. ORDINARY BOND 
—LAST PAYMENT IRREGULAR (SINGLE MATURITY) 
Z=.5 c= .015 
” Error for iz; when Error for ¢; when 
i= .02 #=.01 i= .02 i= .03 
5 — .000,002 +.000,000,006 —.000,000,04 —.000,000,4 
10 — .05 3 2 —.@ 1 1 
15 — 5 .07 5 3 2 
20 — 8 5 3 
30 2 3 1 — 2 
40 3 6 — 2 +.06 5 
Il. AMOUNT OF ANNUITY OR 
SINKING FUND PAYMENT c= .025 
n Error for ¢; when Error for ¢; when 
i=.01 i= .02 t= .03 i= .01 i= .02 t= .03 
5 | —.000,000,001 —.000,000,02 —.000,000,08 |} +.000,000,02 -+.000,000,04 .000,000,1 
10 | +.0' 6 4 7 1 — 5 
15 .0? 3 5 2 4 1 
20 1 2 9 4 8 2 
30 4 7 Oo 4 1 2 — 5 
40 1 2 oO 1 3 5 — 9 
V. SERIAL BONDS 
(EQUAL ANNUAL MATURITIES) 
n c= .015 
Error for iz when 
i= .01 t= .02 
4 + .000,000,7 + .000,005 
8 2 
12 
16 7 6 
20 1 9 
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SPECIAL INVENTORY PROBLEMS OF 
THE DEALER IN COLLECTORS’ 
ITEMS 


H. Myers 
Associate Professor, Northwestern University 


and other collectors’ items has two 

special problems in inventory taking 
and control. One is associated with identi- 
fication of units and the other with deter- 
mining cost. 

The problem of identification arises 
because the dealer seldom has two items 
alike. Consider, for example, stamps. To 
the untrained person two stamps may ap- 
pear alike if they are of the same color, 
denomination, and design. To the more 
informed person, however, watermark in 
the paper, size of perforations, and min- 
ute details of design will distinguish one 
stamp from another. Moreover, if two 
stamps should be identical as to issue, 
they will still differ as to potential resale 
price and hence inventory value because of 
condition. Thin spots, cuts, gum if unused, 
centering within the perforations and 
heaviness of cancellation are all decisive 
factors. Similar problems appear in other 
collectors’ items. As a result the dealer in 
these items must identify each item 
carefully and probably will have but one 
of each. 

The problem of determining cost is a 
combination of the problems of retail meth- 
od and of joint-products. The usual way 
of acquiring antiques and other collectors’ 
items is to buy a number of items at a 
time for a lump sum, as when a collection 
is bought from someone (such as an heir) 
no longer interested in it or when a “bunch 
of stuff” comes from someone’s attic. 
The cost must be distributed over the 
various units for subsequent inventory 
pricing after some of the items have been 


T= DEALER in antiques, coins, stamps 


resold. A satisfactory procedure is to 
price the individual items at expected sell- 
ing price, compare the total selling price 
with the total cost, determine the gross 
markon per cent, and assign a cost price 
to each item based on retail price less the 
markon per cent. This effectively applies 
cost to the various items by the joint prod- 
uct principle of distributing cost in pro- 
portion to the selling price. It also is an 
application of the retail method where in- 
ventory is taken at retail and reduced by 
an average percentage to approximate 
cost. Because of the widely different per 
cents of markon likely to occur on the dif- 
ferent purchases, the best procedure is to 
use on each item the percentage deter- 
mined on the transaction in which it was 
acquired, rather than to use a percentage 
based on the aggregate of a number of 
purchases as in typical retail operations. 


RECORDS FOR HANDLING BASIC 
INVENTORY PROBLEMS 


The basic record for handling the pricing 
problem is a list of each item bought in 
the batch. The list should show description 
of each item, selling price, and total selling 
price. Cost and the percentage can be 
shown at the bottom of the list. 

The identification procedure can be 
coupled with the tagging of the merchan- 
dise. Tags can be fastened to antiques 
(crayoning the price on the underside is 
not satisfactory in the system proposed 
because after the item is sold a portion of 
the tag must be retained). Stamps and 
coins are usually mounted or placed in 
transparent envelopes for display. These 
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Inventory of Collectors’ Items 


can be marked directly. The price tag 
must then bear a code which will identify 
the particular item on the particular pur- 
chase list. The inventory-taking may 
then consist of listing codes from the indi- 
vidual tags for subsequent pricing against 
the list. Time could, of course, be saved 
if the cost was entered on the price tag in 
code, but this is not recommended. Retail 
purchasers of these collectors’ items often 
browse considerably and would have more 
opportunity to become curious and possi- 
bly break the code. 


ACCOUNTING SYSTEM 


An accounting system for an organiza- 
tion handling these collectors’ items must 
be built around these two basic records in 
addition to the usual cash and general 
book records. In larger organizations more 
records will be necessary than in small, 
owner-operated ones. In cases where the 
organization is merely a department of a 
larger store, a fairly tight system will be 
wanted. The following system of internal 
control is planned for a medium size dealer 
or for one operating a department of some 
larger store. Small dealers will have to 
make modifications with consequent loss 
of control to match their organization. 
Of course, as more functions are taken over 
by the owner, the less the need for system 
tocontrol the employees. 


SUGGESTED SYSTEM OF INTERNAL 
CONTROLS 


A. Collection bought: 
Make out purchase invoice in quadruplicate 
showing cost, expected retail (which should be 
blanked-out on seller’s copy) and sufficient de- 
tails to identify collection. Copies of the in- 
voice go to seller, to accounting department, 
to cashier to authorize payment, and one copy 
is retained after being signed by the person 
receiving the collection to prepare it for sale. 
B. Collection prepared for sale: 
1. Split into units of saleable size. These may 
be individual units or sets. 
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2. Price, tag, and prepare perpetual inventory 
list. 

a) Tags should show retail price and code 
number to facilitate finding the item on 
the perpetual inventory list. Tags should 
be the double type showing the same 
data in each half, and being perforated 
so that half may be retained when a sale 
is made. 

b) The perpetual inventory list should de- 
scribe each item, show initially expected 
price and have space for entering re- 
vised prices and date sold. It should also 
show total retail price, cost price, and 
markon percent. The list should be pre- 
pared in triplicate. One copy goes to the 
accounting department where its first 
use is to compare total retail price with 
that expected by the buyer. It then be- 
comes the perpetual inventory record. 
The second copy goes to the sales de- 
partment as a memo and the third is 
signed by the sales department and 
given as a receipt to the person prepar- 
ing the collection. 

C. Sale of items: 
As each item is sold, detach portion of price 
tag and ring up sale on cash register or enter 
on charge slips. At end of day compare total of 
price tags removed with sales recorded. Tags 
are then sent to accounting department where 
they are matched with perpetual list which 
should be date-stamped opposite each item 
sold. 

D. End of period inventory: 
Each open item on the inventory should be in 
stock. Verification of this fact can be made at 
any time. At the end of the month, then, it can 
be presumed that all open items are on hand. 
List on an adding machine tape the retail 
price of open items sheet by sheet. Then reduce 
each total to cost by multiplying it by the 
complement of the markon percent. 
If any items remain in stock an unduly long 
time, the fact will become obvious for there 
will be only a few items preventing the per- 
petual inventory sheet from being placed in a 
transfer file. These items must be checked to 
see that they actually are in stock and why 
they have not sold. Failure to sel! may indi- 
cate an error in initial pricing or a substitution 
of an inferior article. 


The above outlined procedure gives con- 
trol over the inventory at all phases except 
against collusion and against theft of 
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individual items before listed on perpetual 
inventory sheets. Such theft is limited by 
the fact that the buyer must enter ex- 
pected retail price on the purchase invoice, 
which is later matched with the initial re- 
tail price set by the person preparing the 
collection. 


MODIFICATION FOR SMALLER 
ORGANIZATIONS 


In many organizations it will be the 
owner who buys and prepares the col- 
lection for sale. The same documents will 
be wanted but not as many copies will be 
necessary. Sometimes the initial purchase 
invoice can also serve as a receipt from the 
customer. If all payments are made by 
check, the purchase invoice may be dis- 
pensed with. 


The Accounting Review 


In order to save time the owner may 
decide to do without the perpetual inven- 
tory sheets. When the items are priced, the 
aggregate retail price and the cost price 
may be placed on the face of an envelope. 
When items are sold, the tags removed 
should be filed in the appropriate envelope. 
A “book inventory” may be obtained at 
any time by totaling the tags and sub- 
tracting from the retail figure shown on 
the face of the envelope. This, however, 
does not permit identifying the particular 
unsold items which should be on hand. 
Any physical inventory taken would 
therefore have to be a complete one. Slow 
moving items could not be identified from 
the records. However, even this drastically 
modified system will give some basic rec- 
ords to determine inventory at any time 
for tax and insurance purposes. 
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are curiously inconsistent and illogi- 

cal. The books of original entry, in 
the form of journals, express the two-fold 
eflect of each transaction through debit 
and credit accounts presented as comple- 
mentaries. The books of final entry, in 
the form of ledgers, then divorce the com- 
plementary elements by classifying the 
debits and credits by account titles as 
separate units. 


Te PRESENT-DAY books of account 


REVISED RULING OF ACCOUNT TO SHOW 
COMPLEMENTARIES 


As brought out later in this article, 
considerable benefit can be derived by 
management and auditors if the comple- 
mentary elements set forth in the journals 
are retained in the ledger. This objective is 
accomplished simply by changing the rul- 
ing of the accounts in the general ledger. 
The single debit and credit columns cur- 
rently in use will be replaced by a series 
of debit and credit columns to accom- 
modate each related complementary ac- 
count. The columns on the debit side will 
show the credit complementary accounts 
common to the account in question; the 
columns on the credit side will show the 
related debit complementary accounts. 
Since the number of complementary ac- 
counts pertaining to a particular account 


* The ideas expressed in this article are devel 
and illustrated in detail in a work entitled “The New 
General Ledger,” co-authored by the writers of this 
article, and published by Industrial Methods Corpora- 
tion, New York. 


varies, two sizes of account sheets can be 
used. A single page-spread will suffice for 
accounts with few complementaries. A 
two-page-spread will be used for accounts 
with numerous complementaries. 

To illustrate, a two-page accounts re- 
ceivable account, Exhibit I, reflects activ- 
ity over a six month period. 

The present form of ruling uses as many 
lines on each side of the account as there 
are number of postings to that side of the 
account. The form showing complement- 
ary accounts uses as many lines as there 
are months of postings. All postings for a 
particular month, debit and credit, ap- 
pear on the same line. This characteristic 
has the following advantages: 


1. Total debits are arrayed against total cred- 
its, monthly and cumulatively for the year. 
(The cumulative totals will be pencil-foot 
totals.) If desired, totals may be accumu- 
lated indefinitely, even beyond the year 
end. 

The account can be analyzed, monthly or 

cumulatively, from several standpoints, as 

follows: 

a. Total activity, as shown by the total 
debit and the total credit columns. 

b. Total activity by specific complemen- 
taries which classify the account in terms 
of logical elements and by specific trans- 
action types as the determinants of the 
changes in the account. A comparison of 
complementaries will disclose important 
financial relationships. 

c. Detailed activity of any complementary, 
traced to the journal from the ledger 
through the use of the journal folio ref- 
erence therein, and then in turn to the 
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underlying voucher or other evidence 
through the reference in the journal. 

2. The vertical saving of space may permit the 
use of a sheet for several years, when other- 
wise the sheet would be rather quickly used 
up, especially in the case of several monthly 
postings from different journals. 

3. Journal folio references are placed in a folio 
reference column to the left of the related 
amount in the proper account column. A 
folio reference, when so placed, can be easily 
related to the spplicable account title for 
the purpose of determining that both are 
consistent with each other. For example, in 
the case of a credit posting to the Cash 
complementary debit column of the Ac- 
counts Receivable account, the folio refer- 
ence should designate the cash receipts 
journal as the source of the posting. Any 
other journal designation would be incon- 
sistent with the account title “Cash” as a 
complementary debit. 


All accounts under the new ruling are 
interlocking because each complementary 
account designated in a particular account 
will, in turn, show the latter as a comple- 
mentary. Thus, the illustrative accounts 
receivable account (Exhibit 1) shows on 
the credit side Notes Receivable as a 
complementary debit account. This com- 
plementary account was affected in each 
of the six months, as evidenced by the 
amounts shown in the columns reserved 
for that account. The Notes Receivable 
account in turn provides on the debit side 
a column for Accounts Receivable as a 
credit complementary account. This col- 
umn will show the exact amounts reflected 
in the Notes Receivable debit complemen- 
tary column on the credit side of the 
Accounts Receivable account. 

The new ruling thus makes available 
two presentations of accounts. Each pres- 
entation, while independent, serves as a 
check on the accuracy of the other. The 
presentations are based on the simple 
principle that what is shown in one ac- 
count controls or determines what is 
shown in another. 
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ANALYTICAL TRIAL BALANCE 


This reciprocal proof makes possible a 
statement which the writers have called 
the “Analytical Trial Balance.” A form of 
this statement appears as Exhibit 2. It is 
simplified in two respects: It contains few 
accounts, and it assumes that there are no 
beginning balances. 

The analytical trial balance is a tran- 
scription of the entire content of the 
general ledger expressed in terms of com- 
plementary accounts. The statement is 
suitably captioned and classified to be 
understandable to a business executive un- 
familiar with accounting mechanics. It 
furnishes management with a cross-sec- 
tion of all accounts and shows clearly the 
financial impact of each transaction type. 


ADVANTAGES OF REVISED LEDGER PLAN 


The showing of complementaries in the 
accounts, coupled with the analytical trial 
balance, makes possible certain benefits 
not available under the present ledger ar- 
rangement. 

The accounts are interlocking, inter- 
dependent, and self-determining. Accord- 
ingly, complementary credits expressed 
as debit postings must agree with comple- 
mentary debits expressed as credit post- 
ings. The resulting proof and control make 
possible the following: 


1. The disclosure of types of errors not re- 
vealed by the ordinary trial balance. Thus, 
the analytical trial balance will expose most 
forms of compensating errors and the er- 
roneous posting of an item to the proper side 
of an incorrect account. The analytical trial 
balance in conjunction with certain audit 
procedures will disclose the following addi- 
tional types of errors: (a) the failure to post 
an entire transaction entered in the journal, 
(b) the duplicate posting of an entire trans- 
action, and (c) the reversal of items in post- 
ing. 

2. The use in auditing of the same check or 
step to verify more than one account. Since 
accounts are stated in terms of complemen- 
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taries, the auditing of a particular account 
constitutes an automatic verification of the 
accounts which are complementary to it. 
This auditing in terms of complementary 
accounts serves to give the same emphasis 
to revenue and expense accounts as is given 
to balance sheet accounts. 

3. The verification of agreement between 
journal content and ledger content for the 
period as a whole. A proof of total debits 
with total credits by complementary ac- 
counts is afforded by the analytical trial 
balance. It is unnecessary to check indi- 
vidual postings or to test-check postings for 
selected months. 


The content of each account is made 
visible and self-analytical by means of 
entries classified by transaction types. 
Proportions and relationships among ac- 
counts are brought out quickly for use by 
auditors and management. From the audi- 
tor’s standpoint, the classified account con- 
tent is of tremendous aid in detecting 
fraud and in uncovering errors in general 
From management’s standpoint, the ac- 
count content serves the following pur- 
poses : 

1. It facilitates budgetary control, both in 
setting up standards and in assembling com- 
parative actual amounts. Such budgets as 
the cash, inventory control, plant and 
equipment, and operating budgets for sales, 
manufacturing cost, selling expense, and 
administrative expense are all inter-related 
and interdependent. Accordingly, the show- 
ing of complementaries in the accounts 
makes available past financial data in the 
form usable in setting up budget estimates. 
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In addition, the new account ruling pro- 
vides the actual results, monthly and cumu- 
latively, for direct comparison, without 
supplemental analysis or rearrangement of 
data, with each budget. 

2. It is ideal for preparing analytical state- 
ments. One such is the statement account- 
ing for changes in net working capital, i.e., 
the statement of funds. The accounts, in 
stressing transaction types, automatically 
bring out “book entries” and other entries 
which do not affect working capital, as dis- 
tinguished from entries which do affect 
working capital. The account content under 
the revised ruling is such that it shows the 
ebb and flow of funds for each account in the 
ledger. The statement of changes in net 
working capital is readily modified so as to 
bear, for example, on the cash account. The 
cash statement, showing beginning bal- 
ance, receipts and disbursements in classi- 
fied form for the period, and ending bal- 
ance, is but a mere replica of the comple- 
mentary account columns in the Cash ac- 
count. Statements attempting to relate li- 
abilities and capital to the resulting assets 
created are also readily prepared. 


These benefits from the revised account 
ruling require no radical changes in ac- 
counting technique. The double-entry 
method of accounting is retained. Journal 
design and office routine remain the same. 
There is no duplication in clerical work, 
since account relationships are shown in 
total. The bookkeeper is merely required 
to show, in addition to the usual debit and 
credit postings in the accounts, the related 
complementaries involved. 
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A REVIEW OF IMPROVEMENTS IN 


FEDERAL GOVERNMENT 
ACCOUNTING 


DorsrEy E. WISEMAN 
Instructor, University of Illinois 


HE BUDGET AND ACCOUNTING PRO- 

CEDURES ACT of 1950 charged the 

Comptroller General of the United 
States with the responsibility of prescrib- 
ing principles, standards, and related re- 
quirements for the accounting systems of 
the various executive agencies of the 
Federal Government. As a step in discharg- 
ing this responsibility the Comptroller 
General recently released a “Statement of 
Accounting Principles and Standards for 
Guidance of Executive Agencies in the 
Federal Government.”! This statement is 
not intended to specifically cover the many 
individual situations which arise from day- 
to-day and which can only be resolved by 
the application of judgment. Rather, it is 
designed to (1) provide a framework suffi- 
ciently flexible that accounting can be 
fitted to the needs of each group to be 
served, (2) stimulate the development of 
the highest standards of accounting and 
financial reporting, and (3) encourage the 
continued orderly improvement of all 
phases of financial management. 

As a prelude to the main discussion of 
accounting principles and standards, the 
related factors which are important to 
their successful development and applica- 
tion are reviewed. Since management de- 
pends on accounting for current factual 
information on financial operations for 
purposes of planning and control, top man- 
agement must integrate and coordinate 
the results of accounting, budgeting, re- 
porting, and internal auditing. In view of 
the importance of the accounting function, 


1 United States.General Accounting Office, Washing- 
ton, D. C., November 26, 1952. 
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it must be staffed with competent and 
technically qualified personnel. The basic 
framework of the accounting system should 
be developed by beginning with the needs 
of the initial level of administrative re- 
sponsibility and providing for the sum- 
marization of the basic data thus derived 
to meet subsequent requirements for in- 
ternal and external reports. Likewise, the 
accounting system should provide for de- 
veloping information to demonstrate the 
compliance with general and specific laws 
applicable to the funds and appropriations 
for which any agency is responsible. Ade- 
quate internal control and a strong inter- 
nal audit program are essential in the de- 
velopment of an accounting system. Final- 
ly, the review and evaluation of the ac- 
counting and related processes through an 
independent post audit conducted by the 
Comptroller General contributes much to 
the continuing improvement of the agen- 
cy’s accounting system. 

Following this preliminary statement, 
which summarizes the better thinking 
concerning the aims, procedures, and tech- 
niques of accounting, there is a discussion 
of accounting principles and standards. 
Consideration is given to the accounting 
system and financial reporting of the Fed- 
eral Government, financial and related 
controls, fund and account structure, 
budgetary control and accounting, cost 
accounting, and property accounting. 

Each agency accounting system should 
provide a complete and reliable record, 
stated in monetary terms, of the operations 
covered by it and accounting control over 
revenues or income, expenditures, assets 
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Federal Government Accounting 


and property, liabilities, and appropria- 
tions. Furthermore, it is recommended that 
the accounts of each agency be kept on a 
decentralized basis which may be organ- 
izational, geographical, or a combination of 
the two. This is advisable because only 
when the accounting data is readily avail- 
able to those who must make decisions can 
this accounting data be fully utilized. 
Other points made in accordance with 
good governmental accounting methods 
are that inter-agency and inter-fund trans- 
actions should be separately identified in 
agency records and statements, that com- 
mon terminology having government-wide 
application be used, and that common 
account classification should be employed 
in reporting like transactions. Several 
generally recognized principles and stand- 
ards of financial accounting and reporting 
are enumerated, e.g., departures from 
consistency should be disclosed; state- 
ments should make full disclosure of signif- 
icant information; and accounts and state- 
ments should give expression to facts evi- 
denced by transactions and supportable 
by objective data. 

The accrual basis of accounting, which 
is characterized as an effort to reflect in 
the accounting records and financial re- 
ports events as they transpire from a time 
or period standpoint, finds ardent support 
in this accounting principle memorandum. 
Although it is recognized that “both items 
selected for accrual and the methods em- 
ployed require the exercise of judgment,” 
mention is made of the fact that “the ac- 
crual basis has long been accepted as the 
standard in the commercial world” and 
that ‘‘as demonstrated by its acceptance 
in the commercial world, the accrual basis 
teflects a more accurate picture.” It may 
be questionable whether the extension of 
the full accrual basis to all federal govern- 
ment agencies would be desirable even 
though it has worked well in commercial 
accounting.? One of the primary justifica- 
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tions for the use of the full accrual basis in 
commercial accounting is to determine the 
profit or loss as accurately as possible; 
in many federal agencies there is no neces- 
sity for profit or loss determination. Never- 
theless, there is much to recommend the 
accrual basis of accounting since it pro- 
vides among other things a comparison 
of expenditures in a fiscal period in relation 
to the services rendered or the performance 
achieved during that fiscal period and a 
more accurate statement of financial con- 
dition. 

There are difficulties in adapting ac- 
crual accounting to the limitations of fiscal 
period appropriations requiring commit- 
ment and expenditure within specified 
periods. Often an agency’s appropriations 
are available for disbursement for a limited 
time such as three years. Also the agency 
frequently has to identify the expenditure 
as coming from the proper appropriation; 
accrual accounting does not facilitate this 
identification. In agencies having long 
range programs which result in lengthy 
lags between the appropriation and the 
expenditure, the time limitation on expen- 
ditures out of appropriations would further 
complicate the accounting procedure if the 
accrual system is used. Some of these 
difficulties have been resolved in various 
agencies by having Congress reappropriate 
the unexpended balances of prior year 
appropriations when new appropriations 
are requested. 

It is noted that an agency carrying on a 
business type activity should capitalize 
plant and equipment and should include 
in expense the charge for depreciation to 
arrive at its profit or loss for a fiscal period. 
This should meet with approval if the 

* Cf. Black, Martin L., Jr., “Accounting Develop- 
ments in the Atomic Energy Enterprise,” THe Ac- 
COUNTING Review, January 1952, pp. 25-36 and Gary, 
T. Jack; Noble, Lindsley; and Golze, Alfred, “Improve- 
ments in Federal Accounting,” Public Administration 
Review, Vol. 10 (Autumn 1950), pp. 270-80 for illustra- 


tions of difficulties encountered in accrual and deprecia- 
tion accounting in the federal government. 
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business type activities are considered 
somewhat comparable to a municipal util- 
ity or other self-contained enterprise. 
The statement then goes on to indicate 
that there is not as great a justification 
for this treatment of depreciation charges 
in an agency primarily engaged in an ad- 
ministrative type activity. It would seem 
that if these were non-profit activities 
there would not be much authoritative 
justification for including depreciation in 
the accounts.’ Depreciation for memoran- 
dum purposes in costing may be more ap- 
propriate perhaps. Indeed, if in some ac- 
tivities financed from annual appropria- 
tions, depreciation is included in great 
detail in the accounts, difficulties are en- 
countered in preparing budget data for 
appropriations. Since Congress is not in- 
clined to fund the depreciation charges, 
any depreciation recorded in the cost ac- 
counts would have to be removed to pro- 
vide proper information for budget re- 
quest purposes. 

It is recommended in this statement of 
principles that all agencies prepare balance 
sheets. Agencies engaged in business type 
activities should prepare income and ex- 
pense statements on an accrual basis as 
well as a statement of sources and ap- 
plication of funds. Other agencies should 
prepare statements showing actual and 
estimated receipts as well as statements of 
accrued expenditures. All agencies oper- 
ated wholly or in part from appropriations 
or other authorizations should prepare 
budgetary reports showing the amounts 
authorized, total obligations incurred, sub- 
divided between accrued expenditures and 
unliquidated obligations, and the unobli- 
gated balance of each appropriation or 
authorization. It is pointed out that if 


* Cf. Morey, Lloyd, “Is There a Need for Separate 
Accounting Principles for Nonprofit Enterprises?,” 
Journal of Accountancy, April 1951, pp. 562-65 and 
Morey, Lloyd, “Better Application of Recognized 
Principles Would Improve University Accounting,” 
Journal of Accountancy, September 1950, pp. 201-10. 


The Accounting Review 


several funds are involved, separate state. 
ments should be prepared if a significant 
purpose will be served. Although qualified 
by reason of desire for further information, 
it is suggested that combined or consolj- 
dated statements covering two or more 
funds may be prepared. This may seem 
contradictory to a previously stated de. 
sire to keep inter-fund transactions sepa- 
rately identified. In addition, the justifica- 
tion for consolidated commercial state. 
ments may not be present in governmental 
units. Also, consolidated or combined 
statements of revenue and expenditures 
for unrelated funds may be confusing 
because of the unlike character of the 
funds. 

The accepted definition of a “fund” 
as a sum of money or other resources set 
aside for general or specific purposes in 
accordance with law or regulations and as 
an accounting entity is included in this 
statement of principles and standards. 
The basic types of funds recognized are 
general funds, revolving and management 
funds, special funds, trust funds, and 
deposit funds. Working funds may be 
established in connection with each of the 
first four funds. 

Since a fund is a separate accounting 
entity, a self-balancing group of accounts 
using the double entry system should be 
provided for each fund where warranted. 
These accounts would include “balance 
sheet” accounts for both business type and 
non-business type operations, “income and 
expense’ accounts for business type oper- 
ations, and “statement of receipts” ac- 
counts and “statement of accrued expendi- 
tures” accounts for non-business type 
operations. Only those appropriate to the 
particular type of undertaking, business 
type or non-business type, will be used in 
each instance. Provision is made for 
general ledger accounts showing such items 
as unallotted appropriations, unobligated 
allotments, unliquidated obligations, esti- 
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mated receipts, and costs where desirable 
or appropriate. For example, in the busi- 
ness type operations, the net worth ac- 
counts include appropriations, donated 
capital and retained income, as well as 
those to show reduction in net worth due 
to funds returned to the Treasury; in non- 
business operations, the net worth ac- 
counts include unexpended appropriations 
and invested and donated capital. 

Another subject of importance con- 
sidered is that of budgetary control and 
accounting. No definitive statement seems 
to be forth-coming in this section of the 
accounting principles memorandum. It is 
stated that depending upon the circum- 
stances involved, the accounting system 
can be based primarily on the develop- 
ment of accrued expenditures and cost 
with obligation data being developed as a 
supplementary feature or the accounting 
system may be designed primarily to 
develop expenditure and obligation data 
with accrual features built in as refine- 
ments. Also it is observed that some ap- 
proaches to obligation control place great- 
er reliance upon administrative instruc- 
tions and limitations with accounting de- 
vices being used less directly as a means of 
control. However, it is pointed out that it 
isnecessary to provide in the accounting 
system and related budgetary control 
processes for the recognition of apportion- 
ments and established reserves usually 
by allotment processes. It would seem 
desirable to have established more exact 
methods of maintaining this budgetary 
control conditioned by the type of opera- 
tions in which the agency engages. 

This accounting principles memoran- 
dum recommends that cost accounting 
should be developed and used to the extent 
that the value of the additional informa- 
tion outweighs the cost of its collection. 
Obviously, the cost accounting practices 
should be adapted to the type of operation 
and the specific objective sought. In view 
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of the benefits derived from proper cost- 
ing, it would be desirable to establish cost 
accounting systems wherever costs can 
be measured if the criterion is adhered to 
of value of data collected exceeding its 
cost of collection. 

Property accounting is discussed in two 
general phases—expendable materials and 
supplies and fixed assets. In answer to the 
criticism “that public property is nobody’s 
property” and the resulting loose handling 
that may follow, emphasis is placed on 
property control—both in terms of physi- 
cal units and monetary terms. The gener- 
ally accepted principle of accounting for 
property on the basis of cost is recognized. 
The rather detailed techniques and pro- 
cedures outlined for property accounting 
are well designed and should prove useful. 
However, it was stated that “‘the accumu- 
lated depreciation charges can also be 
reflected as a reduction of the investment 
of the Government in the property in the 
preparation of financial statements.” This 
would not seem to follow the thought 
expressed in the pronouncement issued 
by the American Institute of Accountants 
that ‘depreciation accounting...is a 
process of allocation, not of valuation.’” 

This statement of accounting principles 
and standards for guidance of executive 
agencies would seem to have met its stated 
objectives. The statement would provide 
a framework sufficiently flexible that ac- 
counting can be fitted to the needs of each 
group to be served. This flexibility should 
encourage heads of executive agencies to 
install high standards of accounting and 
financial reporting and exercise initiative 
in continued improvements. Regardless of 
any shortcomings which this “Statement 
of Accounting Principles and Standards 
for the Guidance of Executive Agencies of 
the Federal Government” might possess, 
it is a laudable effort to codify the ac- 


* Accounting Research Bulletin, No. 22; p. 179. Ameri- 
can Institute of Accountants, New York, 1944, 
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counting principles and standards applic- 
able to the Federal Government. This 
codification, with refinements to be de- 
veloped in the light of experience, augurs 
well for the future. 

The wide scope and diversity of the cur- 
rent improvements being made in the 
Federal Government’s accounting, as well 
as the many agencies involved, would 
make difficult any attempt to summarize 
the developments shown in the fourth 
annual progress report, which in itself is 
a summary.® 

The progress report covers, in addition 
to the previously discussed statement of 
accounting principles and standards, such 
varied undertakings as the improvements 
in property accounting; integration of pro- 
gramming, budgeting, accounting and 
reporting; increased utilization of punch 
card checks; studies of central financial 
reporting; and the comprehensive audit 
program of the General Accounting Office. 

The primary objective in the improve- 
ments in property accounting has been to 
provide information which would give 
full disclosure to the financial effects of 
property transactions and which present 
the results in the most effective manner 
to serve the needs of supply and property 
management personnel as well as all other 
management officials at each administra- 
tive level. In addition, the systems have 
been designed to facilitate internal control 
of property and the fixing of accountabil- 
ity. 

The integration of programming, 
budgeting, accounting, and reporting in- 
cludes the development of simplified and 
integrated budget patterns and account 
structures that provide a common basis 
for program planning, budget preparation, 
accounting and operational control which 


5 United States General Accounting Office, “Fourth 
Annual Progress Report Under the Joint Program to 
Improve Accounting in the Federal Government,” 
Washington, D. C., December 4, 1952. 
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includes more meaningful reporting, as 
well as adequate support for formal budget 
presentation. Appropriation structure re. 
visions have been made where changes 
were determined tc be needed to meet the 
objective of a simplified pattern which 
would provide flexibility in operations 
and permit adequate control of appro. 
priated funds. Changes have been made in 
activity schedules in order to provide a 
meaningful budget presentation of the 
work financed under each appropriation 
and to permit the development of ade. 
quate support in the accounts. To provide 
appropriate and adequate disclosure and 
a more informative type of budget pres- 
entation for operations of a commercial 
or industrial nature, the budget and ac- 
counting systems for several agencies have 
been converted to a business type basis. 

Consideration has been given to the 
development of central financial reporting 
along reliable, consistent, and economical 
lines. Suitable integration of the account- 
ing of the Treasury and that of the other 
agencies of the government is sought. An 
outgrowth of this study is anticipated ina 
future statement which will indicate (1) 
the general framework for the develop- 
ment of central financial reporting under 
the Budget and Accounting Procedures 
Act of 1950, (2) established guidelines to 
stimulate the development of the highest 
standards of financial reporting by execu- 
tive agencies in a manner consistent with 
central reporting responsibilities, and (3) 
initiate a cooperative program with the 
executive agencies designed to maximize 
the continued orderly improvement of 
financial reports as contemplated by law. 

A comprehensive audit program has 
been established by the Comptroller 
General. These audits, performed at the 
site of agency operations rather than cen- 
trally in the General Accounting Office, 
provide for study and evaluation of how 
the agencies carry out their financial re- 
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gonsibilities, including compliance with 
legal requirement. Due consideration is 
given to the effectiveness of agency man- 
agement and financial controls in deter- 
mining the extent of detailed examination 
and verification work to be performed. 
Perhaps the most significant feature of 
the report on the progress made by indi- 
vidual agencies is the extent to which 
basic improvements initiated in prior 
years were rounded out and consolidated 
as broad gauged, “complete package” 
ystems which received the formal ap- 
proval of the Comptroller General. The 
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joint improvement program’s objective 
to build an accounting structure for the 
government as a whole which will meet the 
needs of the individual agencies and pro- 
vide full and proper disclosure of the 
results of operations financed from public 
funds is most worthy. This progress report 
would be more valuable and stimulating 
to the public and those interested in feder- 
al government accounting if it could iden- 
tify deficiency or problem areas and relate 
current accomplishments to what remains 
to be done. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Epitor’s Note: Many of the experienced teachers, as well as some of the new ones have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug. 
gestions might well be made available to the other members of the teaching profession through The Teachers’ Clinic, 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr, 
School of Commerce, University of Virginia, Charlottesville, Virginia. 


LIQUIDATION OF PARTNERSHIPS IN INSTALLMENTS 


W. TaTE WHITMAN 
Emory University 


In the usual textbook treatment of 
determination of cash (or other asset) dis- 
tributions to partners by installments, at 
each distribution date the assumption is 
made that the assets remaining after the 
distribution will prove worthless. On this 
assumption, a worksheet is set up upon 
which losses equal to total remaining 
assets are charged to partners’ capital 
(and loan) accounts according to the profit 
and loss ratio with any capital deficits in 
turn charged to capital accounts with 
credit balances until there remains only 
capital (or loan) accounts with credit 
balances. The sum of the remaining credit- 
balance accounts equals the amount of 
cash to be distributed and it is distributed 
accordingly. This procedure is repeated 
in principle until actual distributions bring 
the partners’ capital ratio into agreement 
with their profit and loss ratio. 

If it is recognized (1) that for purposes 
of cash distributions of a partnership in 
liquidation the partners’ loan accounts 
have the same status as their capital ac- 
counts and (2) that the objective of the 
usual procedure is to assure that the part- 
ners will rank in order and amount of 
priority in accordance with the relative 
magnitude of their capital percentage as 
compared with their profit and loss per- 
centage, it is possible to determine the 
order and amount of cash distributions at 
the outset. 

The first step is to determine the order 
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of priority which is simply the ranking of 
the partners’ capital percentages as com- 
pared to their profit and loss percentages 
from highest to lowest. For example, sup- 
pose there are three partners, A, B, and 
C with capitals (including any loan to the 
partnership) of $10,000, $12,000 and 
$16,000, respectively. Assume further that 
these partners share profits and losses in 
the following ratio: A—20%; B—35%; 
C—45%. By computation we determine 
that A has 26.32% of total capital; B, 
31.58%; and C, 42.10%. Dividing the capi- 
tal percentages of each partner by his 
profit and loss percentage, we find A’s 
capital percentage is 131.6% of his profit 
and loss percentage, B’s is 90.23% and C’s 
is 93.56%. Therefore, the order of priority 
is A first, C next and B last. In most cases 
the order can be readily determined by 
inspection. 

Now since B is the last to participate, 
cash distributions to A and C. must be 
made in sufficient amount that B’s capital 
will represent 35% of the total capital 
(the same as his percentage of profits and 
losses) before B begins to participate. 
As the capital accounts stand, this means 
the total capital would have to be reduced 
to $34,285.71 ($12,000 divided by .35) or 
by $4,714.29 in the form of cash payments 
to A and C before B would begin to par- 
ticipate. 

But A has priority over C. Since as be- 
tween A and C, they share profits and 
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The Teachers’ Clinic 


losses in the ratio of 20% to 45%, respec- 
tively A’s capital would have to be reduced 
by cash distributions so that C’s capital 
would equal 45/65 or 9/13 of the two 
capitals combined before C would receive 
anything. In other words, their combined 
capitals which are now $26,000 would have 
to be reduced by payments to A to 
$23,111.11 ($16,000 divided by 9/13) or 
by $2,888.89. 

Thus, in this example, A would receive 
the first $2,888.89 of any cash distributed 
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and A and C together would receive the 


next $1,825.40 ($4,714.29 minus $2,888.89) 
with 4/13 being paid to A and 9/13 to 
C. Thereafter, any cash would be dis- 
tributed according to the profit and loss 
ratio (then equal to the capital ratio). 

This method has the important advan- 
tage of emphasizing to the student the 
fundamental reason for the usual pro- 
cedure and at the same time provides a 
convenient check upon the accuracy of the 
worksheet results. 


ACCOUNTING MACHINES AND THE ACCOUNTING CURRICULUM 


RoBERT Dinan, Lecturer 
University of Southern California 


The time has come surely when the im- 
portance and dominance of machines and 
machine techniques in the accounting 
process can no longer be ignored in the 
dassroom. Accounting machines already 
have added a new dimension to the ac- 
counting problem. With the application of 
dectronics to accounting and business 
processes, we probably stand today upon 
the threshold of an important and far 
reaching revolution in the practices of the 
office and of the accounting profession. 

It hardly seems appropriate, under the 
circumstances, to teach even elementary 
accounting courses without reference to 
the modification of journals, ledgers, 
financial statements, and office practices 
resulting inevitably from accounting ma- 
chine processes. In advanced accounting 
theory courses as well, important illumi- 
nation of such areas as installment sales, 
for example, results from student familiar- 
ity with the techniques and records in- 
volved in achieving internal control and in 
suitably and economically processing the 
involved welter of detail through the util- 
ization of proper accounting machines. 
The generalized principles relating to in- 


stallment sales, as stated currently in ad- 
vanced accounting texts, convey only a 
portion of the total installment sales story. 
Courses in accounting systems certainly 
would be far from complete without sub- 
stantial reference to accounting machines, 
processes, flow of work, and obtainable 
results. 

Much can be done both inside and out- 
side of the present courses of the account- 
ing curriculum to acquaint students with 
accounting machines, their activities and 
final products. Some of the more available 
means for so doing may be summarized as 
follows: 

1. Demonstrations 

2. Reference reading 

3. Audio-visual aids 

4. Instructor discussion 

5. Courses in ‘‘Accounting Machines” 
To elaborate somewhat on the above list- 
ing: 


Demonstrations 


Both the Burroughs Adding Machine 
Company and the National Cash Register 
Company maintain mobile educational 
units with well trained staff and machines 


|| 
g of 
om- 
ges 
and 
the 
and 
hat 
; in 
%; 
ine 
B, 
his 
A’s 
C’s 
ity 
Ses 
by 
te, 
be 
tal 
tal 
nd 
te. 
ins 
ed 
or 
its 
e- 
od 


578 


valued at several hundreds of thousands 
of dollars, which travel from school to 
school giving demonstrations to students 
of business and accounting. These units 
will remain for days or even weeks, run- 
ning demonstrations on an hourly or other 
basis as desired. The equipment involved 
includes many types of basic accounting 
machines, as well as specialized equipment 
such as microfilm units, bank tellers’ 
window machines, and the like. 

Further, the IBM Corporation and 
virtually all the other machine and equip- 
ment companies will quite willingly ar- 
range for demonstrations and discussions 
of their respective mechanisms and tech- 
niques at their own premises or at school 
facilities. 


Reference Reading 


Excellent and comprehensive paper 
bound accounting machines manuals are 
made available by several of the equip- 
ment companies for distribution to stu- 
dents. These may be obtained upon re- 
quest from local offices or national head- 
quarters as follows: 

“An Introduction to Mechanical Ac- 
counting Machine Methods” (88 pages), 
prepared by Burroughs Adding Machine 
Company, Detroit 32, Michigan. 

“‘A Study of Machine Accounting Meth- 
ods for the Advanced Accounting Student” 
(63 pages), prepared by the National Cash 
Register Company, Dayton 9, Ohio. 

Many fine IBM Corporation pamphlets 
relating to machine functions, accounting 
applications, punched card management 
and control, and specific industry appli- 
cations may be obtained as well from local 
IBM offices or from the IBM Corporation, 
590 Madison Avenue, New York 22, N. Y. 

Additionally, many articles and some 
few books dealing with accounting ma- 
chines and their applications have ap- 
peared during recent years. A bibliography 
prepared by the writer, covering the past 
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several years contains approximately fifty 
items appearing mainly in accounting, 
systems, and trade periodicals. 


Audio-visual Aids 


Various of the machine companies have 
prepared and will make available upon 
request (often from local offices) film strip 
of good quality reflecting types, operations, 
and the final accounting products of their 
machines. These companies and some of 
their film strip titles are listed briefly: 


The National Cash Register Company 


“The Key to Control”—film strip combined 
with sound (approximately 45 minutes; the 
entire equipment unit is obtainable on loan 
from NCR offices). This film strip deals with 
accounting for installment sales and collections 
and related problems of internal control—and 
the resolution of these problems through the 
use of window posting accounting machines. It 
is extremely informative from the standpoints 
of illuminating internal control problems and 
solutions as well as accounting record objec- 
tives. 


IBM Corporation 


(Approximately 20 minutes each—in black and 
white and many in color. Projection machines 
often may be borrowed from local IBM 
offices.) 
General 
Principles of IBM Accounting 
A Tour of the IBM Card (#I and #II) 
Preparation of Reports 
Machines 
Accounting Machine Functions 
Punching 
Sorting 
Applications 
Sales Accounting 
Billing 
Accounts Receivable 
Accounts Payable 
Invoice and Material Accounting 
Manufacturing Control 
Payroll and Labor Distribution 
Time Control 
Personnel Records 
Salary Payroll 
Plant and Equipment 
Financial Control and Statements 
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Remington Rand Inc. 

Finest for Forty Years (punched card account- 
ing.) 

Multi-Matic Payroll Accounting and Peg- 
board Systems 

Payroll Accounting 

Wholesale Drug Accounting 

Freight Claims Accounting 

Motor Freight Accounting 

Union Dues Accounting 

Punched Card Accounting 

“Univac” Electronic System (with sound) 


Instructor Discussion 


Many instructors, particularly those 
with experience in public and private ac- 
counting, are bringing to accounting class- 
rooms the various implications deriving 
from the use of accounting machines by 
business. 

Accounting instructors are in position 
to develop additional background in ac- 
counting machines for classroom purposes 
through means of reference reading and 
manuals, and the audio-visual aids ob- 
tainable from the various accounting ma- 
chines companies. 

A worthwhile opportunity for the de- 
velopment of machine background by in- 
structors is available each summer at the 
IBM training center in Endicott, New 
York. The IBM Corporation, usually early 
in August each year, invites a group of 
college professors on a guest basis for a 
week’s training in punched card account- 
ing. This experience provides not only a 
comprehensive understanding of the field 
of punched card accounting (machines, 
processes, end products, and control), but 
the opportunities as well of observing 
pedagogical techniques of unexcelled qual- 
ity and of living, working, and exchanging 
ideas with a group of perhaps thirty or 
more accounting professors from all parts 
of the nation. 

The IBM Corporation ordinarily ac- 
cepts one member from the staff of any 
recognized school of business at each sum- 
mer’s session. Information regarding this 
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opportunity may be obtained by writing 
the IBM Corporation at: 


Customer Administrative School 
International Business Machines Corporation 
Endicott, New York 


Courses in “‘Accounting Machines” 


There are many kinds of emphases 
possible for course offerings in the field 
of accounting machines. There may be, 
for example, emphasis upon the machines 
and their functions, or upon accounting 
machine applications, or possibly empha- 
sis and orientation in the direction of 
accounting systems. Companion courses in 
which these emphases complement each 
other might perhaps be very much in 
order. There are, currently, relatively few 
schools of accounting offering courses in 
accounting machines. These vary from the 
several schools which teach students to 
operate accounting machines to those 
schools concerned primarily with the 
area of accounting systems. 

Some three years ago at the University 
of Southern California, serious considera- 
tion was given to the possibility of a cur- 
riculum offering concerned with account- 
ing machines. We were convinced that 
graduates from a major school of account- 
ancy ought not go into a machine domi- 
nated accounting world largely unaware 
of what accounting machines existed and 
substantially naive as to their functions 
and place in the practical field. 

With the excellent cooperation of the 
accounting machine equipment companies 
and of professional accountants, a course 
was created which was titled “Accounting 
Machines.” This course is offered one 
evening per week for a three-hour period, 
and is attended (on an elective basis for 
the time being) by regular accounting 
majors with senior standing and by pro- 
fessional public and industrial accountants. 
The participating companies contribute 
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unstintingly, often at their own premises, 
in terms of specialized manpower, facili- 
ties, equipment, literature, and time and 
effort to this joint endeavor. Carefully 
ce\ected materials, such as those described 
above, and other worthwhile company 
materials have been organized and placed 
into leather binders or envelope kits by 
each of the participating companies for 
distribution to the students. These ma- 
terials, together with pertinent reference 
articles and books, constitute the text 
materials for the course. 

Machine company participants include: 


The Marchant Calculating Machine Com- 
pany 
Addressograph-Multigraph Corporation 
Burroughs Adding Machine Company 
The National Cash Register Company 
Remington Rand, Inc. 
International Business Machines Corpora- 
tion 
Charles R. Hadley Company 
To suggest the nature of the coverage 
accomplished by the participating com- 
panies, selected portions of the program 
are outlined as follows: 


Addressograph-Multigraph Corporation 


Addressograph applications: 
Fixed data accounting methods 
Production of repetitive information in pay- 
roll operations 
Auxiliary operations in connection with key 
driven and punched card accounting ma- 
chines 
Multigraph applications: 
Explanation of the multilith process 
Duplicating of reports for public accounting 
and industry cost analysis 


International Business Machine Corpora- 
tion 
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Demonstration of the basic units of punched 
card equipment 

Card design 

Principles of punched card accounting 

Preparation of materials for punched card ae. 
counting applications 

Establishment of punched card accounting con- 
trols 

Billing—Sales accounting—Accounts 
able 

Physical inventory 

Accounts payable—distribution 

Payroll and labor distribution 

Production control— Materials records—Inven- 
tory 

Financial reports 

New Developments in punched card and elec- 
tronic accounting equipment 


receiv- 


Charles R. Hadley Company 


Multi-record techniques (Speed-writing boards) 

Edge-punched cards 

Strip accounting (Pegboards) 

Comparative financial and cost statements 
(Unispread) 


The course includes coverage of micro- 
film equipment, processes, and purposes. 
The “Accounting Machines” course is con- 
cluded usually with an evening devoted 
largely to lecture and discussion by a lead- 
ing and experienced practitioner on the 
“Auditing of Machine Produced Account- 
ing Records.” 

This course offering has been well at- 
tended both by regularly enrolled daytime 
students and accounting practitioners. En- 
rollments have increased with each suc- 
ceeding semester. It is to be hoped, and it 
is surely to be expected that, sometime in 
the not too distant future, offerings cen- 
tered about the theme of the accounting 
machine will become standard in the cur- 
riculi of our major schools of accountancy. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


can Institute of Accountants and were presented as the second half of the C.P.A. 
examination in accounting practice on May 14, 1953. 

The candidates were required to solve problems 1, 2 and 3 and one of the remaining 
three problems in four and a half hours. The weights assigned were as follows: problem 
1, 16 points; problem 2, 6 points; problem 3, 18 points; problems 4, 5 and 6, 10 points 
for the one selected. 

A suggested time schedule is given below: 


T= FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 


Problem 1 90 minutes 
Problem 2 20 minutes 
Problem 3 90 minutes 
Problem 4 40 minutes 
Problem 5 25 minutes 
Problem 6 30 minutes 


No. 1 


You are making the examination of the Roofing Co., Inc. as of December 31, 1952, 
which was the end of its first year of operation. All accounts except those for fixed assets 
and depreciation have been reviewed and necessary adjustments made. You find that 
the depreciation recorded and the fixed asset accounts do not take into account the 
following facts: 


1, Heavy flood damage to fixed assets was sustained during the period June 30-July 2, 1952. A written appraisal 
by competent appraisers contained the following information: 
a. The fixed assets were appraised at the following net sound values: 


Before After 

Flood Flood 


$87,500 $58,500 


b. The estimated lives on which depreciation charges had been based were considered appropriate. However, 
the appraisers reported that, in their opinion, contemplated rehabilitation of the building would not restore 
it to its original structural condition and that damage to equipment would shorten the equipment’s useful 
life. Accordingly, they recommended that depreciation from July 1, 1952 be based on the following 
estimated remaining lives: building, 25 years; equipment, 8 years; trucks and autos, no change. 

, apace in the fixed asset accounts represent original cost, and no additions or reductions had been made during 

the year. 

Unallocated labor cost, cost of supplies used and other variable overhead in the amount of $15,000 had been 

charged to overhead expenses. Twelve thousand dollars of this amount is for time spent by employees and the 

variable overhead costs incurred in rehabilitating the building. The remainder is for clean-up expense for the 
building and equipment. 

Upon receiving early warning of the flood, the company used its trucks and autos to transport the bulk of its 

materials on hand to higher ground. Thereby, serious damage to materials and transportation equipment was 

avoided. 

Regular operations were suspended during July. Rehabilitation and cleaning up of property was completed by 

August 1, 1952, at which time normal operations were resumed. 
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The following adjusted trial balance includes adjustments made during the audit work 
completed thus far. The flood loss already recorded represents losses of $2,450 on dam- 
aged materials and also fixed overhead of $4,000 for the month of July (exclusive of 
depreciation). 


THE ROOFING CO., INC. 
Adjusted Trial Balance 
December 31, 1952 
Debit Credit 
000 


Estimates billed—jobs incomplete. . 139,900 
Capital stock issued . 000 


Gross profit—roofing contracts. . 44 


Required: 


a. Prepare analyses showing computation of the following: (Do not consider income tax treatment.) 
(1) Gross fixed asset values as at December 31, 1952 
@) Total flood loss for the year 1952 
) Depreciation for the year 1952 
b. C RR, fully upon the basis which you used for determining ‘‘a.(1)” and upon any optional bases which might 
be considered in determining the asset values. 
c. Prepare journal entries reflecting the adjustments required by part “a.” 


No. 2 


The D Co. issued $800,000 of 4% Serial Bonds on July 1, 1952. These bonds mature 
at the rate of $100,000 per year starting July 1, 1955. Discount and deferrable expense 
connected with this issue was $34,600. Using the “bonds outstanding” method, com- 
pute the amortization of discount and expense for the year ended December 31, 1952 and 
for the year ended December 31, 1958. Show your computations in good form. 


No. 3 


Midway Sales, Inc. and Kent Realty Corp. are wholly-owned subsidiaries of the 
Davis Manufacturing Co., Inc. The parent corporation manufactures electric refrigera- 
tors, electric ranges and various other electric appliances. The refrigerators and ranges 
are sold only to Midway Sales, Inc. which acts as a distributor. Other appliances are 
sold directly to outside distributors. 

The parent and the subsidiary sales corporation are tenants of property owned by 
Kent Realty Corp. 
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The inter-company accounts on the books of each company as at December 31, 1952 
are as follows: 


Davis Manufacturing Co., Inc. 


Debit Credit 
in Galen; Inc. (at cost)... $100,000.00 
Investment in Kent Realty Corp. (at cost)......... 175,000.00 
Due to Kent Realty Corp.. $ 1,475.00 
Capital stock issued and outstanding, 100,000 shares, no par value. . 1,000 ,000.00 
Midway Sales, Inc 
Capital stock issued and outstanding, 1,000 shares, par value $100 per share. . : 100,000.00 
Kent Realty Corp 
Capital stock issued and outstanding, 1,000 shares, no par value............... 175,000.00 


An audit of the books of the three companies for the year ended December 31, 1952 
revealed the following: 


1, The minute books of the three companies indicate the following with respect to dividends: 

(a) The Board of Directors of Davis Manufacturing Co., Inc. at a meeting on January 4, 1953 declared a regu- 
lar quarterly dividend of 50 cents per share, payable January 31, 1953, to stockholders of record on January 
23, 1953. 

(b) The Board of Directors of Midway Sales, Inc. at a meeting on December 28, — yee a 1% dividend, 

payable in cash on January 15, 1953, to stockholders of record on December 31, 
(c) The Board of Directors of Kent Realty Corp. at a meeting on December 1, 1952 a a dividend of 
$1.00 per share, payable January 2, 1953, to stockholders of record on December 15, 1952. 

No effect has been given to these dividend declarations on the books of the parent company as at December 31, 

1952. The subsidiary companies recorded the dividend declarations pertaining to their respective companies 

at date of declaration. 

. Midway Sales received from one of its customers a check for $4,200 covering its own invoices aggregating $2,400 
and invoices of Davis Manufacturing aggregating $1,800. The sales corporation recorded this transaction as 
follows: 

. Midway Sales, Inc. advanced $5,000 in cash to Kent Realty Corp. and made the following entry: 

. On September 15, 1952 Davis Manufacturing shipped 100 appliances of a new design on consignment at $20 
each to Midway Sales. Midway made no entry upon receipt of the goods. During October 1952 Midway sold 
all of these appliances at $25 each, crediting sales for the total thereof. Davis Manufacturing made no entries 
on its books, but included the 100 appliances in its inventory at December 31, 1952 at its cost of $14 each. 

. The parent corporation filed a consolidated federal income tax return for the year ended December 31, 1951. 
The results of operations for the respective companies that year, before consolidation, were as follows: 

Midway Sales, Inc., net profit 

The federal income tax, amounting to $21,000, was paid by the parent corporation which recorded the trans- 

actions as follows: 

An agreement in the files indicates that federal income taxes should be apportioned among the companies based 

upon unconsolidated net profit. A company having a loss year is to pay no tax nor charge the other companies 
for the benefit derived from the use of its loss in the return. The proper liability of each company was recorded 

as at December 31, 1951. 

. Kent Realty sold certain of its furniture to Midway Sales at current market value, which was 75% of net book 
value. The realty corporation had purchased the furniture for $3,500 exactly two years prior to the date of sale 
and had taken depreciation at the rate of 10% per annum. It billed Midway Sales, Inc. for $2,800 and recorded 
the transaction as follows: 


~ 


wn 


Midway Sales recorded the purchase as follows: 
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7. As at December 31, 1952 the books of the parent corporation and the sales subsidiary do not reflect rent for the 
month of December 1952, in the amounts of $6,100 and $1,400, respectively, due to Kent Realty Corp. 

8. Midway Sales, Inc. had not recorded December 1952 purchase invoices submitted by the parent corporation 
in the amount of $48,265.97. 


Required: 


a. Prepare an itemized reconciliation of the inter-company accounts. 
b. Prepare the adjusting journal entries necessary to correct each set of books. 


No. 4 

The Machine Manufacturing Company has been forced into bankruptcy as of April 
30, 1953. The following balance-sheet was prepared by the company bookkeeper as of 
April 30, 1953: 


Assets 
Inventories: 
Plant and property: 
$325 , 250 
Liabilities and Capital 
$325 , 250 


Additional information 


1, Of the total accounts receivable $10,300 are believed to be good. The other accounts are doubtful but it seems 
probable that 20% finally can be collected. 

2. A total of $15,000 of the notes receivable have been pledged to secure the note payable to the First Bank. All 
except $2,500 of these appear to be good. Interest of $800 is accrued on the $12,500 of good notes pledged and 
$300 is accrued on the $15,000 payable to the bank. The remaining notes are not considered collectible. 

3. The finished machines are expected to be sold for one-third above their cost but expenses in disposing of them 
will equal 20% of their sales price. Work in process can be completed at an additional cost of $15,400 of which 
$3,700 would be material used from the raw material inventory. The work in process, when completed, wi 
——- sell for $40,000 and cost of sale will be 20% of sales price. The raw material not used will realize $8,000. 

ost of the value of tools consists of special items. After completion of work in process, the tools should sell 
for $3,000. The supply inventory which will not be needed to complete work should sell for $1,000. 

4, Land and buildings are mortgaged as security for bonds. They have an appraised value of $95,000. The com- 

pany recently purchased $20,000 of machinery on a conditional sales contract. They still owe $12,000 principal 

on this contract which is included in the notes payable. These machines have a current used value of $10,000. 

Depreciation taken on these machines amounts to $1,800. The remaining machinery is believed to be salable 

at $10,000 but cost of selling it may be $1,000. 
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Required : 


a. Prepare a statement showing the estimated deficiency to unsecured creditors, indicating clearly the causes of 
the deficiency. You need not consider any expenses of liquidation which are not stated in the information given. 
b. Compute the percentage of probable payments to the $52,000 accounts payable. 


No. 5 


The following financial facts pertain to corporations R and S which had mutual 
holdings during and at the end of the fiscal year 1952: 


Corporation 
R S 
Of the issued capital stock, 
Net assets (exclusive of investment accounts)—December 31, 1952.................... $540,000 $590,000 
1952 Net income (after taxes), exclusive of dividends.......................0eeeeeeee 53 ,000 60,000 


There has been no change in the mutual holdings during the year. Each corporation 
carries its investment account at cost. 


Required: 


a. Compute the dollar equity of outside shareholders in the total net assets of R and S respectively. 
b, Compute the dollar amount of dividends declared in 1952 to which the outside shareholders of R are entitled, 
assuming that R declared as dividends its total 1952 net income after taxes. 


No. 6 


There are four general methods for distributing profits to the shareholders of a Build- 
ing and Loan Association. Using the figures below, you are asked (a) to illustrate any 
one of these methods, and (b) to explain and criticize the method. 


Series Number of Shares Dues Paid at 
$1.00 per Month 
1 500 $18 
2 400 12 
3 300 6 


The profit for last year was $35 and the profit for this year is $282.30. No shares have 
been cancelled during either year. 


Solution to Problem 1 


Computation of Gross Book Values of Fixed Assets 
December 31, 1952 


Book re Book 
Value Value 
Before by Flood After 
Flood Flood 
a 
40,000.00 $20,000.00 $12,000.00 32,000.00 
@ Computation of Flood Loss 
a 
353.39 
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Computation of Depreciation Charges for the Year, 1952 
Deprecia- Allowance Deprecia- 


Cost tion for Depre- tion 
Basis citation Charge 
a (3) 
Building: 
Depreciation for 6 mos. @ 3%....... peenanolats $ 600.00 $ 600.00 
..... *20,000.00 20,000.00 *300.00 
Net book value at 6-30-52................ Shere $19, 700.00 
Depreciation for 1 mo. @ 4%.............. sms 65.67 65.67 
Rehabilitation cost........... 12,000.00 12,000.00 
Depreciation for 5 mos. @ 4%............. 528.30 528.30 
$32,000.00 $31,700.00 $ 893.97 $ 1,193.97 
Equipment: 
Depreciation for 6 mos. @ 10%.............. ‘ $ 675.00 $ 675.00 
Depreciation for 6 mos. @ 12}%............... 590.63 590.63 
$ 9,642.86 $9,450.00 $ 1,072.77 $ 1,265.63 
* Red. 
Trucks and autos: 
Depreciation for 1 yr. @ 20%... rrr $ 4,500.00 $ 4,500.00 
$22,500.00 $22,500.00 $ 4,500.00 $ 4,500.00 
Depreciation for month of July chargeable to flood 
loss: 


Depreciation expense for 1952................... 


(b) In computing the gross fixed asset values at December 31, 1952, the appraisal was used as the basis for 
relieving the accounts of the depreciated cost of assets destroyed. In the case of the building, the appraisal 
indicated that 50% of the building had been destroved, therefore, in the above solution the asset account was 
relieved of 50% of the cost of $40,000.00 or $20,000. 00 and the related depreciation account was relieved of 
50% of the accumulated depreciation of $600.00 or $300.00. In the case of equipment the appraisal indicated 
that 2/7 of the property had been destroyed and, therefore, the asset account and the related depreciation ac- 
count relieved of 2/7 of their balances at the date of the flood. 

he only other possible solution to this situation would be the substitution of the appraised values after 
the flood for the cost of property not destroyed in the flood. This approach was avoided, for to adopt it would 
be to inject an element of appreciation into the accounts. The appraisal was used only to determine the por- 
tion of total depreciated cost that should be removed from the accounts. 


Journal Entries 
(c) 


Allowance for depreciation—equipment............. 192.86 
Equipment... 
Overhead expenses. . 
Depreciation. ..... 
To adjust the building and equipment accounts and the related depreciation 
accounts for the depreciated cost of assets destroyed and to adjust overhead and 
depreciation expense accounts 


Overhead expense 


To capitalize charges which were made to overhead expense, 
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(3) 
Allowance for depreciation—equipment....... eee 84.3 
To correct depreciation expense for 1952. 
Solution to Problem 2 
Bonds Outstanding 

600 , 000 


The discount and expense to be amortized in the half year ended December 31, 1952 is as follows: 


} of coop of $34, 600.00 or $2,661.52 


587 


The discount and expense to be amortized in the full year ending December 31, 1958 is as follows: 


300 $34,600.00 or $1,663.45 


of 5500 


4 of = 


sop of $34, 600.00 or $1,330.76 
$2,994.21 


52 


Solution to Problem 3 
Davis Manufacturing Co., Inc. 


Dr. 

Midway Sales, Inc.—Current Account 

Dividend receivable. . .. ret Say 1,000.00 

Kent Realty Corp.—Current Account 


Cr. 


$ 1,475.00 


6, 100.00 


$ 8,000.00 $ 7,575.00 
425.00 


$ 8,000.00 $ 8,000.00 


Midway Sales, Inc. 


Davis Manufacturing Co., Inc.—Current Account 
Payment of 1951 income taxes by Davis.................. 
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Kent Realty Corp.—Current Account 

Adjustment of price of fixtures. 

December, 1952 rent....... 


Balance. ... 


Kent Realty Corp. 


Davis Manufacturing Co., Inc.—Current Account 
Payment of 1951 income taxes by Davis............ 


Adjustment of price of fixtures. 


Balance....... 


Davis Manufacturing Co., Inc. 
Adjusting Journal Entries 
(1) 
Midway Sales, Inc.—Current Account................. 
Kent Realty Corp.—Current Account... 
To record dividends declared by subsidiaries 


Midway Sales, Inc.—Current Account..................... 


To record sale of consigned goods 


Cost of goods sold... 
Inventory...... : 
To record cost of consigned goods sold 


Midway Sales, Inc.—Current Account. . . 
Kent Realty Corp.—Current Account...... sh 
Federal income taxes payable............ cies 
To record 1951 tax paid for subsidiaries 


Kent Realty Corp.—Current Account...... 
To record December rent 
Midway Sales, Inc. 
Adjusting Journal Entries 


(1) 
Davis Mfg. Co., Inc.—Current 
To record collection of Davis account 
(2) 


Kent Realty Corp.—Current Account... 
Davis Mfg. Co., Inc.—Current Account. . 
To record advance to Kent 


Dr. Cr. 
$ 800.00 
$ 5,000.00 
700.00 
1,400.00 
$ 5,700.00° $ 2,200.00 
3,500.00 
$ 5,700.00 $ 5,700.00 
Dr. Cr. 
$ 6,575.00 
$ 7,000.00 
425.00 
$ 7,000.00 $ 7,000.00 
Ce. 
| $ 2,000.00 
$ 1,400.00 
$14,000.00 
7,000.00: 
$ 6,100.00 
$ 5,000.00 
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To record cost of consigned goods sold 


To record payment by Davis of tax liability 


Kent Realty Corp.—Current $ 700.00: 
To record adjustment ‘of price of fixtures bought from Kent 


Kent Realty Corp.—Current ... $ 1,400.00 
To record December rent 


To record December purchases 


Kent Realty Corp. 
Adjusting Journal Entries 
(1) 
To record payment by Davis of tax liability 


To record loss on sale of fixtures and to adj just accounts for correction of selling price 


Solution to Problem 4 


The Machine Manufacturing Company 
Statement of Estimated Deficiency to Unsecured Creditors 
A pril 30, 1953 


The book value of the C waesand is: 


_ The estimated losses on realization of assets are as follows: 
Machinery acquired on conditional sales contract. 8,200.00 
*$ 67,690.00 
The estimated gains on realization of assets are as follows: 
*$ 33,140.00 


* Red. 


3) 
(3) 
(6) 
Q) 
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The following liability was not recorded in the accounts: 


Accrued interest on bank loan................... 


The following asset was not recorded in the accounts: 
Accrued interest on notes receivable........... = 


Deficiency to unsecured creditors 


* Red. 
The unsecured creditors claims are as follows: 


Equipment notes payable....................... 
Estimated value of machinery................... 


Other notes payable. . 


log: $15,300.00 


. 13,300.00 $ 2,000.00 


$12,000.00 


The estimated amount to be paid to unsecured creditors is 65.7% of their claims. 


Solution to Problem 5 


(a) Let: R=True net worth of Company R 
S = True net worth of Company S 

(1) R=540,000+5/9S 

(2) S =590,000+2/9R 


Mul. (1) by9 9R= 4,860,000+5S 
Mul. (2) by9 9S = 5,310,000+2R 


Mul. (1) by 2 18R= 9,720,000+10S 
Mul. (2) by 9 81S =47,790,000+18R 


Rewrite (1) 18R= 9,720,000+10S 
Tr. (2) —18R=47,790,000—81S 


Add (1)+(2) 0 =57,510,000—71S 


Tr. 71S =57,510,000 
57,510,000 
S =—————-= $810 ,000 .00 
71 


R=540,000+5/9 of $810,000 .00=$990 ,000.00 


The outside shareholders have an equity in Company R of 7/9 of $990,000.00 or $770,000.00 
The outside shareholders have an equity in Company S of 4/9 of $810,000.00 or $360,000.00. 


(b) Net income of Company R, exclusive of dividends from Company S..................-:..4. 


Dividend from Company S—5/9 of 18,000........ 


Net income of Company R 


$ 95,250.00 
32,640.00 


$ 62,610.00 


The outside shareholders would be entitled to receive dividends equal to 7/9 of $63,000.00 or $49,000.00 
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*$ 33,440.00 
*$ 32,640.00 
Notes and accrued interest due bank.... 
Estimated value of notes and interest pledged. . 
39 , 250.00 
52,000.00 
The deficiency to be absorbed by unsecured creditors is. . aba Ak 
Net assets available for unsecured creditors. 
$53,000.00 
$63,000.00 = 
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Solution to Problem 6 


There are several methods in use for the distribution of earnings of a building and loan association. Each of the 
methods develops a weighted average for each series of shares taking into account: the number of shares of each 
series; the dues paid, and the length of time each series has been outstanding. Some of the methods redistribute 
the earnings of previous years while others treat previous distributions as final. Following are two methods that 
are in use: 


Partnership Method 


Average Time 
Series Dues Paid _—— of Series Out- Weighted Average 
— standing 
1 18 500 94 $ 85,500.00 
2 12 400 64 31,200.00 
3 6 300 } 6, 300.00 
$123,000.00 
85,500 
Series 1. X $317 .30=$220.50 
123,000 
31,200 
Series 2. X $317 .30=$ 80.45 
123,000 
Series 3. _ $317.30=$ 16.25 


123,000 


In the partnership method the dues paid is multiplied by the number of shares and the average time the shares 
are outstanding. The weighted average thus developed is used as the basis for the distribution. The method re- 
distributes previous earnings and therefore does not compound earnings. 


Invested Capital Method 


Dues Paid Plus One-half of Total Numb Weighted 
Series Earnings at First Current Year’s otal of umber of _— 
af Year | Columns 2 & 3 Shares Average 
1 $6.07 $6.00 $12.07 500 $6,035.00 
2 _ 6.00 6.00 400 2,400.00 
3 ~- 3.00 3.00 300 900 .00 
$9,335.00 


6,035 
Series 1. ———X$282.30=$182.50 


2,400 
Series 2. ——X$282.30=$ 72.58 
35 


900 
Series 3. ——X$282.30=§$ 27.22 
5 


In addition to the current earnings applicable to Series I, the earnings of the previous year, $35.00, are appli- 
cable to that series. Under this method column 4 is multiplied by column 5 to develop the weighted average. While 
the time factor may not be as exact as in the partnership method, it has the advantages of compounding earnings. 


).00 

).00 

.00 

).00 

9,335 

}.00 

}.00 

0 


ASSOCIATION NOTES 


E. Burt AUSTIN 


PHILIPPINE ISLANDS 


Far Eastern University: 

A. U. Aporrnar has recently been elected 
President of the University’s Credit Cooperative 
Association. He has been one of the founders and 
past President of the Meralco Employees Savings 
and Loan Association. He is Chief Accountant of 
the Manila Electric Company and presently 
teaches accounting courses in the University. 

W. P. Zarra, Head of the Budgeting Section 
of the Manila Electric Company, and a Certified 
Public Accountant, is taking his Master’s Degree 
at the University. 


DISTRICT OF COLUMBIA 


The George Washington University: 

FREDERICK C. Kurtz, who recently passed the 
Maryland CPA examination, has been promoted 
to assistant professor. 


ALABAMA 


University of Alabama: 

RayrorD McLaurin, formerly of Mississippi 
College, and Law LAMAR have been added to the 
staff as instructors. 

R. H. VANVooruis has been appointed to the 
Committee on Research of the Institute of Inter- 
nal Auditors. 

S. Paut GARNER has been elected Secretary- 
Treasurer of the Alabama Society of Certified 
Public Accountants. 

WitiramM H. Wuitney is serving as editor of 
“The Alabama CPA.” 

The Department of Accounting is co-sponsor- 
ing in December a Seventh Annual Federal Tax 
Clinic. 

CALIFORNIA 
Stanford University: 

OswALp NIELSEN has been promoted to the 
rank of professor. NIELSEN has been elected Direc- 
tor of the San Francisco Chapter NACA. 

J. Hucu Jackson has been elected a Director 
of the American Management Association. 


Claremont Men’s College: 
GEORGE Grsss has recently been promoted to 
the rank of associate professor. 
COLORADO 
University of Denver: 


Oscar GELLEIN has resigned from the staff to 
go with Haskins and Sells in New York City. 
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RocER RosBerc has been appointed instructor 
in accounting. 
FLORIDA 


University of Miami: 
ALEXANDER H. Errick has joined the staff as 
lecturer in accounting. 


GEORGIA 
Emory University: 
L. E. CAMPBELL has been elected to his nine- 
teenth successive year as Secretary of the Georgia 
Society of Certified Public Accountants. 


University of Georgia: 

Homer Back and JoHN CHAMPION have been 
awarded the Sarah Moss scholarship by the Uni- 
versity and are working on their Doctorates at 
the University of Michigan. 

RussELL Bowers is visiting professor of ac- 
counting for the fall term. 

FRANK MULLINGs and JoHN ANDERSON have 
resigned to enter Public Accounting. 

Wits PARDOE and J. S. Hopson have been 
elected as assistant professors. 


IDAHO 


The University of Idaho: 

New members of the staff include DEAN 
Hotyoak and Expon S. HENpDRIKSEN. The latter 
replaced JEFF SWINEBROAD. 


ILLINOIS 


The Joint Annual Meeting of the American 
Women’s Society of Certified Public Accountants 
and the American Society of Women Accountants 
will be held on October 16 at Hotel Congress in 
Chicago. 


University of Illinois: 

C. F. ScHLATTER and H. T. Scovitt have been 
designated professors emeritus beginning Septem- 
ber, 1953. 

G. D. Bricuton AND R. E. Lunpgutst have 
completed the requirements for the PhD Degree 
in accountancy and have accepted positions with 
national firms of public accountants. 

Others recently granted the PhD in account- 
ancy include: M. A. Binxtey, C. L. Duny, 
Davip H. Li, K. W. Perry, and A. R. Wyart. 

The following men have been added to the 
staff: J. E. CLarx, P. E. Fess, D. L. ForsEs, 
ARTHUR HOvVERLAND, J. A. MAstTERs, and W. E. 
WHITTINGTON. 
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Rosert I. Dickey has recently become editor 
of the “‘Illinois CPA.” 

C. A. Moyer has recently been appointed 
Head of the Department of Accountancy. 

Dorotuy LITHERLAND has been selected as 
Assistant Dean in the College of Commerce. 

W. E. THomas and N. D. WAKEFIELD have 
been promoted to the rank of associate professor. 


DePaul University: 

RICHARD WYNN is on leave of absence for the 
current academic year. 

RICHARD J. BANNON has joined the staff as 
assistant professor after receiving his PhD Degree 
at Catholic University. 

ELDRED STROBEL passed the May CPA exami- 
nation. 

INDIANA 
Indiana University: 

R. W. Ricuarps has been appointed to the 
staff as lecturer. 

Harotp LANGENDERFER has resigned to be- 
come assistant professor at the University of 
North Carolina. 

The following promotions are announced: 
Davip W. THompson and RoBEert E. WALDEN 
to the rank of professor and GEoRGE NunN and 
CHARLES SPENCER to the rank of assistant pro- 
fessor. NUNN and SPENCER received the DCS 
Degree from the University in June. 

Under the direction of STANLEY PRESSLER, the 
Eleventh Annual Institute on Hospital Account- 
ing was held in July. 


IOWA 
University of Iowa: 

Harry WapDE has returned to his duties as 
department head after a one-year leave of ab- 
sence. 

KANSAS 
Kansas State College: 

J. CLark and Tep DODGE were on 
leave during the past academic year. ROBERT A. 
ANDERSON has resigned to become assistant to the 
Registrar of the College. 

GitBErT R. DopcE has been appointed tem- 
porary instructor for the coming year. 


University of Kansas: 

Ropert A. Pace, Norman E. and 
Tuomas J. KENNEDY have resigned to enter pri- 
vate practice. 

MartTIN JONES has been promoted to the 
rank of assistant professor. 

New appointments include SHERWOOD NEw- 
TON as assistant professor and JoHN C. RICHARD 
as instructor. 
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University of Wichita: 
WitrreD WERTMAN has joined the staff as 
assistant professor. 


KENTUCKY 
University of Kentucky: 


HermMAN A. E tis has returned to the staff 
after a year’s leave doing graduate work. 


MASSACHUSETTS 


Massachusetis Institute of Technology: 

R. G. James and J. R. Kempster have resigned 
from the staff. 

R. O. Grecory, formerly of the University of 
Buffalo, has been appointed assistant professor of 
accounting. 

T. M. Wurtin, formerly of Princeton Univer- 
sity, has been appointed assistant professor of 
accounting. 

E. H. THorstErnson, Vice-President of Na- 
tional Supply Company, is a visiting lecturer 
in accounting. 

R. H. Ropnetr and Tuomas M. Hitt pre- 
sented a special summer course for executives with 
attendance limited to twenty-five young execu- 
tives nominated by their firms. 

J. R. Kempster is Director of Publications of 
the Boston Chapter NACA. 


MISSOURI 
University of Missouri: 
H. E. Don ey of Evansville College and V. E. 


OpMARK received the PhD in accounting at the 
June commencement of the University. 


NEW JERSEY 
Rutgers University: 
Wititam J. von MINDEN has been elected 


President of the New Jersey Society of Certified 
Public Accountants. 


NEW YORK 
Cornell University: 

DoNALD ENGLISH retired from the accounting 
faculty in May. Davip A. Tuomas, of the School 
of Business, University of Michigan, has replaced 
ENGLISH on the faculty. 

Epwarp T. McCormick, President of the 
American Stock Exchange, has been appointed 
special lecturer in finance for the coming year. 

WittrAM H. SHANNON was visiting professor of 
law at Stanford University during the summer 
session. 


Long Island University: 


Serving current appointments in the New 
York State Society of Certified Public Account- 
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ants are: H. R. GOLDBERG, member of Committee 
of Admissions; LEo ScHLoss, Committee on Edu- 
cation; Pattie WoLitzER, Committee on Admis- 
sions and Committee on Membership. 


OKLAHOMA 
University of Tulsa: 

Grorce W. UnpERWwoop has been appointed 
instructor in accounting. 

The Tulsa Chapter of the Oklahoma Society 
of Certified Public Accountants will furnish the 
lecturers for a course in Public Accounting to be 
offered in the Downtown Division during the fall 
term. 

Paut J. GRABER addressed the April meeting 
of the Wichita Chapter NACA on packaging the 
accounting report. 

OHIO 
Western Reserve University: 


C. F. Rerer has returned to his duties as 
professor of accounting after a sabbatical leave. 


Miami University: 

ALBERT G. WALD has resigned to accept a posi- 
tion with McCall Corporation in New York. 

New appointments to the staff are: RoBERT E. 
SIELER, assistant professor; OscaR M. KRIEGMAN 
and Harotp W. JASPER, instructors; and WIL- 
LIARD P. KEEBLER, lecturer. 

DonALD E. GARRISON has been granted leave 
of absence for graduate study at Indiana Univer- 
sity. 

University of Cincinnati: 

GrorcE F. Narpin has left to head a new 
mechanical accounting installation at Armco. 

Cuares H. Grirrin joined the staff for the 
fall term as assistant professor. He received his 
PhD Degree from the University of Texas. 


Xavier University: 

Bert G. GRAHAM, past President of the Ohio 
State Board of Accountancy, addressed the Ac- 
counting Society at its Second Annual Dinner 
Meeting. 


Ohio State University: 

The University has formally installed four new 
names in the Accounting Hall of Fame as follows: 
ARTHUR EDWARD ANDERSEN, THOMAS COLEMAN 
ANDREWS, CHARLES Ezra SPRAGUE and JOSEPH 
EDMUND STERRETT. 

OREGON 
Oregon State College: 


RAtpH L. Boypn is serving on the training pro- 
gram for college professors with Arthur Andersen 
and Company in Chicago. 
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CLIFFORD MASER addressed the June meeting 
of the San Francisco Chapter NACA on higher 
education for the accounting profession. 

WILLIARD Craic addressed the June meeting 
of the Oregon Public Accountants Convention 
and the February meeting of the Portland Chap. 
ter NACA. 

PENNSYLVANIA 


University of Pennsylvania: 

Tuomas A. Bupp has resigned as Chairman of 
the Accounting Department, but continues as 
Vice-Dean of the School. 

RuFus Wrxon has been appointed Chairman 
of the Department of Accounting. 

GrorcE A. has retired after 
forty-four years as a member of the accounting 
staff. 

Oscar S. NEtson has been promoted to the 
rank of professor. 

S. L. Bacon, Jr., of the University of Minne- 
sota, has joined the staff as instructor in account- 
ing. 

EDWARD BRENNAN has returned to the staff 
as instructor after an absence devoted to complet- 
ing the requirements for law Degree. 


RHODE ISLAND 


University of Rhode Island: 

GrorGE addressed the Rhode Island 
State Convention of Commerical Teachers on 
recent changes in accounting terminology. 

W. S. Briccs addressed a meeting of the Rhode 
Island Chapter of Certified Public Accountants 
on problems of teaching accounting in a State 
university. Brrccs also addressed the executives 
of Owens-Corning Fiber glass on the meaning of 
changes in the balance sheet. 


TEXAS 
University of Texas: 

CHARLES ZLATKOVICH has returned to the 
staff after a year spent on the research staff of the 
American Institute of Accountants. 

Pitre T. Meyers has finished his residence 
work for the PhD Degree and has accepted a 
position on the accounting staff of the University 
of Minnesota. 

I. E. McNEILL has accepted a position as as- 
sociate professor at the University of Houston. 

Gienn A. WEtscH addressed the Southern 
Regional Conference of the Controllers Institute 
in February on construction and uses of break- 
even analyses. WELSCH was awarded the Lybrand 
Certificate of Merit by the National Association 
of Cost Accountants for his article on fixed and 
flexible budgets, which appeared in the bulletin 
in May. 
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C. AuBREY SMITH served part of the summer 
as consultant in the office of the Controller, Hum- 
ble Oil and Refining Company. 

EDWARD S. Lynn spent the summer as con- 
sultant in financial administration with the Texas 
Research League. 

Jim ASHBURNE participated in a fellowship 
granted by the Foundation for Economic Educa- 
tion, working in the Controller’s Department of 
the Sun Oil Company in Philadelphia. 


North Texas State College: 

Tom Rose has been elected to the Board of 
Directors of the Dallas Chapter of Certified 
Public Accountants. 

Pau. R. BRECKENRIDGE presented a paper on 
improvements in bookkeeping instruction in high 
school to the recent Sixth Annual Business Edu- 
cation Conference in Denton, Texas. BRECKEN- 
RIDGE has recently been appointed assistant pro- 
fessor. 
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O. J. Curry attended a Regional Business 
Education Conference in June at Denver. 


Texas A. and M. College: 


Rosert M. STEVENSON has returned from a 
two-year leave of absence in which he completed 
the requirements for the PhD Degree at Indiana 
University. 

WALTER S. MANNING received his CPA Certifi- 
cate in the November examination. 

T. W. LEanp recently delivered a paper on 
accounting research at the Ohio State Accounting 
Institute, and on Public Accounting as a career 
before the Kentucky Institute of Accounting. 


WASHINGTON 
State College of Washington: 


W. W. Baer and T. R. SAtprn have been pro- 
moted to associate professor. 


AN INTRODUCTION TO CORPORATE 
ACCOUNTING STANDARDS 


Monograph No. 3 
By 
PATON AND LITTLETON 
Fourth Printing 


Contents: Standards, Concepts, Cost, Revenue, 
Income, Surplus, Interpretation 


$1.10 per copy, including postage 
Add 50¢ for orders outside of the Continental United States 


Mail orders to 


American Accounting Association 
College of Commerce and Business Administration 
University of Illinois 
URBANA, ILLINOIS 
(Place your name on this advertisement and use it as an order form) 
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BOOK REVIEWS 


ARTHUR M. CANNON Editor 
Accounting and Auditing 


The Finances of a Church. Robert Cashman. (New York: 
Harper & Brothers, 1949. Pp. 159. $2.00.) 


There is little that can be found on the subject of 
accounting for the finances of a protestant church. The 
Accountants’ Index lists a few articles. A few books of 
accounts for treasurers are published by church presses. 
There is no national organization to help treasurers. 
For the most part, therefore, a new treasurer of a church 
who inherits the usual check book has practically noth- 
ing to assist or guide him in his attempt to set up an 
accounting system. Each new treasurer, and for that 
matter, each and every treasurer, is on his own, and 
usually without assistance from the accounting profes- 
sion. It is a sadly neglected area in accounting litera- 
ture. 

This little book is an excellent nontechnical intro- 
duction. It does not pretend to be exhaustive and seems 
primarily to have been written for pastors—or at least 
laymen who are not accountants. 

From an accounting point of view, there are two chap- 
ters of considerable interest. Chapter I[V—“Preparing 
the Budget” gives several suggested classifications of 
expenditures. The first has major classifications as 
follows: 

Administration 

Operation and Maintenance 
Promotion 

Benevolences. 


Under Administration the author suggests the 
following: 


Salaries: Minister and associates or assistants, also 
retirement (annuity) payments. 

Traveling expense of minister and employed staff to 
denominational conferences and special meetings. 

Secretary, stenographer and other clerical help. 

Treasurer or Financial Secretary. 

Choir Director, Organist, Soloist. 

Pulpit Supplies. 

Rental Allowance. 

Under Operation and Maintenance, the author sug- 

gests such things as: 

Religious Education: Church School Supplies, etc. 

Campus or Conference Grounds and Programs. 

(The usual items such as repairs, fuel, etc.) 


I much prefer another one he suggests: 


For the Preaching of the Gospel 
Minister’s Salary and Home 
Pulpit Supply 
Church Assistant 
For the Ministry of Sacred Music 
For the Program of Christian Education 
For the Extension of God’s Work 
Church Bulletins 
Printing & Stationery 
Postage 
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For the Care of God’s House 
Janitor’s Salary (Sexton) 
Janitor’s Supplies 
Light, Water & Telephone 
Coal 
Gas 
For the Upkeep of God’s House 
For Contingencies 
For World-Wide Program of Benevolence. 


In other words, function should be the basis for 
classification of expenditures. 

Chapter X, “Church Accounting,” is not as sufficient- 
ly specific as might be hoped. It does define the various 
funds, suggesting four: current, capital, benevolence, 
and endowment. Presumably the author would advo- 
cate a system of fund accounting similar to that found 
in colleges and universities. I agree wholeheartedly, 
Fund accounting principles enable the financial infor- 
mation needed to be reported much more clearly than 
do commercial] enterprise principles. This is particularly 
true when deficits are incurred. 

The chapter on The Board of Trustees is excellent 
and helpful. There are thirteen more chapters covering 
many aspects of interest to all who are concerned with 
the business administration of our churches. 

Robert Cashman has been Business Manager of 
McCormick Theological Seminary for thirty years. 
He writes from experience—and well. This book should 
be on the desk of every church treasurer and be read by 
members of the Boards of Trustees of protestant 
churches. It is easy reading, brief, and well done. 

But there is still need for a book covering the techni- 
cal aspects of accounting for churches. It should be 
based on a wide study of actual practice as well as 
experience. Such financial reports as have been gathered 
to date reveal a tremendous need for professional 
accounting assistance. Example: A balance sheet for 
a church has not been found in any church report yet 
seen. Churches need accounting help. 

Harvey SHERER 
Assistant Business Manager 
Oregon State College 


The Sixth International Congress on Accounting, 1952. 
(London: Gee & Company (Publishers) Limited. 
Pp. 718. 2£ 2s. Approx. $5.90.) 


The book contains the technical papers and discus- 
sions of the Sixth International Congress on Accounting 
at London in June, 1952. Earlier congresses were held 
at St. Louis, 1904; Amsterdam, 1926; New York, 1929; 
London, 1933; and Berlin, 1938. 

The papers and discussion dealt with fluctuating 
price levels, requirements for issues of capital, the ac- 
countant in industry, the accountant in practice and in 
public service, and the incidence of taxation. 

The papers on fluctuating price levels agreed that 
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price changes have been important and permanent 
enough to make unsuitable stable price income determi- 
nation conventions. Thereafter, however, the agree- 
ment ended. 

Barrowcliff (Great Britain) said that depreciation 
based on original cost inaccurately measured profits 
and, at best, only monetary capital would be preserved. 
The Institute of Chartered Accountants in England and 
Wales recommended that fixed assets not be revalued 
in the balance sheet and that amounts set aside to fi- 
nance replacements (whether fixed or current assets) 
at enhanced costs should be transferred to a reserve 
(p. 61). Barrowcliff concluded that depreciation and in- 
ventory should be in current replacement costs; how- 
ever, he said, most inventory profits have been absorbed 
and it would be unfortunate to adopt a new treatment 
for inventory when prices may fall (p. 72). He seemed 
to retreat from his earlier statement (pp. 33-4) that 
higher prices are here to stay. 

Goudeket (Netherlands) wanted price appreciation 
recorded to help management distinguish between eco- 
nomic income and growth of capital arising from price 
increases (p. 76). He recommended standard prices 
and group price indices to isolate price changes and 
purchasing efficiency. 

Graham (U. S.) delineated the areas of agreement 
(monetary instability, corporate reports must utilize 
historical cost) and disagreement (replacement cost 
versus adjusted historical cost, conversion of selected 
versus all items in statements, adjustment of principal 
or supplementary statements, the degree of accuracy 
necessary and obtainable, and whether readers can be 
educated to use such statements). He recommended a 
short-run goal of depreciation and cost of sales adjusted 
to reflect price changes with the ultimate goal of com- 
plete adjustment. 

Hax, Knorr, and Meier (Germany) defined altera- 
tions in money value (p. 96) as the difference between 
cost and replacement price of consumed plant and 
materials. Frequent difficulty of accurately deter- 
mining replacement price warrants use of the “calcu- 
lated price” on which the seller bases his sales. Special 
systems have been developed in Germany for neutral- 
izing sham profits (cost and calculated price difference) 
which segregate actual earning power. Plant renewal or 
re-stocking reserves are used (in addition to LIFO 
and base stock methods) for protecting sham profits 
from withdrawal or taxation, but are not recognized by 
the German taxing authorities. Sham profits and losses 
go into the substance maintenance reserve; excessive 
sham losses are shown as capital-reducing losses. They 
thought that use of the current calculated price was 
preferable to an estimated subsequent repurchase price 
because it was a better gauge of monetary value on the 
day that the deal was closed. 

Hiley (Australia), interested in the effect upon man- 
agerial as well as historical accounting, said that the 
rise in values introduced four novel features (LIFO 
inventory, heavy initial depreciation, revaluation of 
assets and issuance of stock dividend, and annual de- 
preciation on replacement cost) which were expedient 
and incomplete solutions whether singly or together. 
Worse, they have further distorted the accounting 
results (p. 104). Hiley recommended, for fixed assets 


alone, statutory authority for a single price adjustment 
after stability is reached with depreciation charges and 
allowances on the revalued figures. Tax-free stock 
dividends should be issued to adjust the interest of 
shareholders. 

Lauzel, Poly, and Cibert (France) described the 
French fiscal decrees of 1939 (provision for renewing 
plant to be added to usual depreciation on original cost), 
1945 (complementary depreciation arising from revalu- 
ation of fixed assets), and 1951 (straight line rate except 
first year doubled for certain recently-acquired materi- 
al). French law permits, for reduction of taxes, revalua- 
tion of fixed assets, investments, and balances receiv- 
able and payable in foreign currencies. The optional 
character of the revaluation and the lack of economic 
significance of the residual values were the chief ob- 
jections to revaluation. 

Wilcox (U. S.) separated the problems of determin- 
ing income for use of present facilities and the financing 
of new assets. Accounting’s challenge is to find a con- 
cept of income that would be practicable and not reflect 
profits in terms of numbers of currency units. LIFO 
and accelerated depreciation have, at least tempo- 
rarily, the effect of reducing reported amounts of income 
(p. 122). American principles forbid introduction of 
price level adjustments into financial statements except 
for use of LIFO. The Institute’s position on depreciation 
was, he said, not a satisfactory solution. 

Wimble (Transvaal) suggested adoption of tech- 
niques similar to those used for dealing with fluctuating 
foreign currencies. The extent of change in money value 
would be measured by an inflation index computed by 
a central authority. The method would involve (1) 
conversion of all figures to the pre-inflation currency in 
the same way that foreign currencies are converted 
to the home currency and (2) conversion of all past 
figures to their present-date equivalent. 

All writers favored the adjustment of financial state- 
ments or use of supplementary statements to reflect 
major price changes despite adherence of accounting 
bodies in Great Britain, Australia, and America to 
historical cost. Although details differed, replacement 
costs seemed generally accepted in France, Germany, 
and the Netherlands. 

Inclusion of several papers advocating use of histori- 
cal cost without price adjustment would have helped 
balance the papers. Everyone, Barrowcliff said in sum- 
marizing the discussion, has at least part of the second 
leg over the fence and that only another little push 
is required. He seemed overly optimistic. 

Accountants from New Zealand, Switzerland, Scot- 
land, France, and Canada presented papers dealing 
with accounting requirements for issues of capital. 
Each paper described the two main functions of (1) 
providing information and (2) advising upon financial 
structures, policy, and prospective earnings with em- 
phasis on his country’s laws and practices. The three 
English-speaking countries represented have similar 
laws and practices. They rely upon independent ac- 
counting reports and legal requirements founded upon 
acceptance of the philosophy of disclosure, consistency, 
and objective expression of opinion (p. 214). However, 
voluntarily-accepted standards of presentation are still 
in advance of the legal requirements in the United King- 
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dom and Canada even though such requirements are 
complex and exacting. 

Problems encountered in preparing accounting re- 
ports for capital issues include length of the past period 
to be included, use of historical fact versus hypothetical 
figures, classification of an item as recurring or non- 
recurring, and the danger in estimating savings resulting 
from changes. 

The accountant may become a financial adviser by 
management’s appointment or by stockholders’ election 
in accordance with company legislation. A Swiss com- 
pany prospectus, for example, must include the report 
of an elected controller. On the other hand, Swedish 
companies do not have auditors sign prospectuses or 
offers relating to public subscriptions. 

Several observed significant changes in the sources of 
business capital: workers’ savings, specialist financial 
institutions, and investment and insurance companies. 

Husband discussed the noncomparability of com- 
parative statements because of price changes. Further, 
amalgamation of operating and speculative income 
mislead the new investor. He needs, Husband said, 
implicit capital and money gains segregated from true 
operating results. 

Macdonald observed that a few countries (Great 
Britain and probably the North Americas) have reached 
the second stage of trying to supply information which 
will enable investors to assess an offering. Most coun- 
tries are in the first stage with authorities attempting 
to safeguard and protect the investor. 

There is a fundamental difference in external and in- 
ternal accountant’s outlook, de Paula (Great Britain) 
said in the first paper on the accountant in industry. 
The internal accountant helps forecast business. Top 
management needs information to make decisions about 
relation of production to sales program, administrative 
and other expense budgets, current balance sheet details, 
and results of current operation. Management requires 
immediate brief reports and explanations of the cause 
of variances from the predetermined course—manage- 
ment by exception. The amount of detail in the fore- 
casts will vary with the level of management involved 
but every level must have a “yardstick” (p. 238). 

Industry, de Paula thought, should use the govern- 
mental organization technique of separate organization 
and methods branches to study and install methods and 
review the whole organization. 

Risk (Great Britain) dealt at length with budgetary 
control and mentioned marginal costing’s usefulness 
for answering certain questions. 

Bennett (U. S.) also dealt with cost information for 
answering questions about product-pricing and over- 
head absorption contributions. 

Saunders observed, as did Andrews (U-S.) later, 
that the borderline was vague between work appro- 
priate for accountants and for attorneys. The English 
attempt to settle the problem started in 1874 and, like 
the more recent American effort, it is not yet finished. 

Equally as important as the practicing accountant’s 
independence, the rapporteur thought, was his freedom 
from management responsibility. He was disturbed 
by the growing English custom of appointing practi- 
tioners as directors. The entry of young men into the 
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profession is being retarded by capital needed for estab- 
lishing a practice and the threat to independence that 
arises from high tax rates and the impossibility of pro- 
viding suitable retirement provisions (p. 455). 

Several writers and people participating in the discus- 
sion attributed inflation to taxation, despite the in- 
tended effect of taxes. Wilcox, in discussion, objected 
to the inflation-from-taxation thesis; the alternative 


_ to taxation was deficit spending which would be even 


more inflationary. 

High tax levels caused evasion and fraud in several 
countries. High taxes also supposedly caused restricted 
output, careless control over expenses, and reduced 
saving and investment with a consequent decline in the 
standard of living. 

Attempts to redistribute income, provide social 
services and regulate internal and external economic 
affairs have almost replaced original goals (p. 484). 
Opinions varied about the merits of added social serv- 
ices. Burr suggested transference of the state-main- 
tained health service to a self-supporting scheme, per- 
haps of a voluntary nature. Stacey (also of Great 
Britain) disagreed; a civilized country should provide 
health service so that people in good health could best 
contribute to the state’s welfare. 

Taxation has had an important effect upon account- 
ing. Lénnqvist (Finland) said high tax rates tempt a 
company to show small profits. In uncertain times 
management may resort to undesirable methods (e.g., 
recording drawings as expenses, using replacement 
values instead of costs, entering year-end transactions 
in the wrong year). 

The ultimate example of the influence of taxation 
upon accounts was a company’s use of a different set 
of tax accounts for internal auditors, external auditors 
and shareholders, management, fiscal people, and for 
employees (p. 602). 

Several said the accountant’s duty was to emphasize 
the dangers of economically unsound taxation policies 
that drain the capital of industry (p. 599). Instead of 
recommending what they think should be done immedi- 
ately, professional bodies endeavor to accommodate the 
government by making revenue suggestions which 
will not produce the revenue (p. 624). 

Brundage (U. S.), the rapporteur, was surprised, 
he said, to find no mention in any of the papers of 
Keynes or the Neo-Keynesian school which has had so 
great influence in the United States during recent years. 

In brief, the papers and discussions of the Sixth 
International Congress on Accounting represent a re- 
markable amount of information about present-day 
accounting problems and practices throughout much 
of the world. At times excessive attention was given to 
the “what” instead of the “why,” but perhaps it was 
necessary first to cover basic facts for the benefit of 
others not so well-versed with a local situation. Further, 
one gains the impression that, for the most part, prac- 
titioners and the practical approach predominated 
over the theoretician. 


Rosert H. GrecoryY 
Assistant Professor of Industrial Management 
Massachusetts Institute of Technology 


1 
Princip 
| Illin 
584. 
Prof 
ing tex 
differe 
ready i 
main p 
(1) 1 
ture of 
and t 
what 
field of 
(2) 
the m 
such a 
and co 
tificat 
(3) 
ment 
the sal 
ing. 
Exc 
of the 
cussin} 
followé 
Thi 
consid 
ures t 
cussec 
as mo 
tribut 
the in 
dergra 
Can s 
the st 
bette 
situat 
tender 
for p 
jects 
A 
emph 
depe 
| last c 
intro 
that 
ent ac 
text 
phasi 
text i 
natu 
the b 
activi 
consi 
contr 
meth 
area 
cont 
inter 


Book Reviews 599 


Principles of Auditing. Walter B. Meigs. (Homewood, 
Illinois: Richard D. Irwin, Inc., 1953. Pp. xiii, 
584. With problems manual, $6.50.) 


Professor Meigs’ new book is much like other audit” 
ing texts in some respects and in others is considerably 
different. Its basic similarity to most of the books al- 
ready in the field is in its general organization and ap- 
proach. Principles of Auditing divides itself into three 
main parts: 

(1) Four chapters dealing with the purpose and na- 
ture of auditing, audit working papers, internal control, 
and the examination of general records, comprising 
what may be considered a general introduction to the 
field of auditing. 

(2) Fifteen chapters taking up in balance sheet order 
the major account areas of importance to an auditor 
such as cash, receivables, fixed assets, and liabilities, 
and concluding with a chapter on audit reports and cer- 
tificates. 

(3) Five chapters covering the auditing of govern- 
ment contracts, government auditing activities, with 
the sales tax audit as an illustration, and internal audit- 
ing. 

Except for the material included in the last portion 
of the text, this is the time-honored sequence for dis- 
cussing the verification of accounting data, and is 
followed almost uniformly in auditing texts. 

This book is like many others also in that it goes into 
considerable detail in presenting the auditing proced- 
ures to be applied to the various account groups dis- 
cussed. For example, such relatively rare creatures 
as mortgages held as investments, franchises and dis- 
tributorships are all given attention. One wonders if 
the inclusion of such subjects is of much value to un- 
dergraduate students of accounting and auditing. 
Can students with little or no experience benefit from 
the study of such details as these, or would they be 
better off if only general principles and more common 
situations were discussed? If, however, the text is in- 
tended to serve as either a reference or a refresher course 
for practicing accountants, the inclusion of these sub- 
jects may be justified. 

Another similarity to other texts is in the strong 
emphasis on the type of auditing performed by in- 
dependent certified public accountants. Although the 
last chapters treat other applications of auditing, the 
introductory chapters particularly leave the impression 
that auditing is done exclusively by firms of independ- 
ent accountants. 

The principal differences between Professor Meigs’ 
text and most of those already in the field are the em- 
phasis and attention given to internal control. The 
text includes a lengthy chapter on internal control, its 
nature and analysis, in the introductory chapters at 
the beginning of the book. As each new area of audit 
activity, such as cash or current liabilities, is treated, 
considerable additional attention is given to the internal 
control aspects of that subject. The requirements or 
methods of obtaining internal control in that specific 
area are described, the applicable portion of an internal 
control questionnaire is presented, and any specific 
internal control problems are pointed out. Throughout 


the material on internal control, both in the general 
chapter and in the chapters dealing with specific ac- 
count areas, considerable use is made of charts, many of 
which apparently have been taken directly from the 
American Institute of Accountants publication “In- 
ternal Control.” In Chapter 5 on “Cash,” for example, 
eight successive pages of organization and flow charts 
are presented. Undoubtedly these are of help to experi- 
enced accountants faced with difficult internal control 
problems. It is questionable whether they will be of 
much help to the average undergraduate auditing stu- 
dent who frequently has insufficient experience, not to 
mention patience and interest, to follow successfully 
through a long and difficult presentation. It might also 
be mentioned that there is a considerable difference 
between knowing what constitutes a good system of 
internal control and the ability to analyze an existing 
system for its weaknesses. Neither the Institute ma- 
terial nor the text make any great contribution to the 
latter. 

The material on government and internal auditing 
activities is a good effort in that it helps to balance 
the strong emphasis on independent audits. As one reads 
these chapters, however, they give the impression of 
being case studies rather than of presenting any general 
principles or ideas to be applied widely in those fields. 
This may be because these areas of auditing activity are 
still new and not well enough developed to permit of 
generalization as to audit method. On the other hand, 
the failure in the early chapters to develop any basic 
auditing theory or techniques generally applicable to 
the verification of accounting data largely prevents the 
extension of that material to these special areas. To a 
considerable extent, these last chapters appear more in 
the nature of an appendix than an integra] part of the 
field of auditing developed so thoroughly in the main 
portion of the book. 

Compliments are due Professor Meigs for his excel- 

lent chapter on working papers and for the many illus- 
trations of work papers throughout the text. The 
preparation of satisfactory work papers is often one of 
the greatest difficulties beginning auditing students 
have; with the examples included in this text, which 
incidentally are well placed at the points where the sub- 
ject is discussed rather than collected in an appendix 
or in an illustrative audit, students should not lack for 
models to follow. One may disagree with the precise 
work paper forms that are recommended in some cases, 
but certainly they are satisfactory and adequate for 
their purpose. 
Questions for discussion follow each chapter. In 
addition there is a separately bound booklet of questions 
and problems to accompany the text. These draw freely 
from recent C.P.A. examinations and are entirely ade- 
quate for the purpose. No audit case is included, possi- 
bly because the publisher already has audit cases avail- 
able. 

All in all, Professor Meigs has added another very 
useful auditing text to those available. Although it 
may be a little long and overly detailed for a single 
semester undergraduate course, it is not alone in this 
respect. Certainly its workmanlike treatment of the 
entire subject, its useful innovations with respect to 
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governmental and internal auditing, and its elaborate 
treatment of internal control are real contributions. 
R. K. Mautz 
Associate Professor of Accountancy 
University of Illinois 


Accounting, Elementary. Arthur D. Maxwell and John 
H. McMichael. (Ames, Iowa: Littlefield, Adams & 
Co. 1953. Pp. xiii, 254. $1.25.) 


Here is a new entrant to the field of college outlines 
at the elementary level. The book is designed “(1) to 
present the fundamentals of accounting in summarized 
form for quick review; (2) to supply the student with 
additiona! discussions and illustrations as further aids 
to him in his efforts to understand the subject; and (3) 
to aid anyone interested in accounting in obtaining a 
background in the fundamental theories and practices 
in this field.” 

In developing the subject the authors use the con- 
ventional balance sheet approach, starting with a chap- 
ter each on the balance sheet and the statement of 
profit and loss. Six chapters on the bookkeeping cycle 
follow, the presentation of which is unusually thorough 
for such a brief volume. The next division of the book 
consists of a series of four chapters dealing with ac- 
counting problems peculiar to partnerships and cor- 
porations. Included in this group is a discussion of bonds 
payable accounting. Following this material are four 
chapters on asset valuation with notes payable being 
treated in the same chapter as notes receivable. The 
final section of the book consists of a group of three 
chapters on miscellaneous topics, i.e., manufacturing 
accounts and statements, departmental accounting and 
analysis of financial statements. In short the reader will 
find the conventional development of elementary ac- 
counting presented in a clear, concise manner. 

The most noteworthy feature of this work is its com- 
pleteness despite the “outline” classification by which 
the authors themselves characterize their work. This 
thoroughness is evidenced by the relatively liberal use 
of illustrations as to forms, entries and accounts and 
the rather extensive treatment of such topics as the 
voucher system, partnership accounting and notes 
receivable. There is also an extensive discussion of al- 
ternative procedures in applicable areas, e.g., the use 
of the purchase-discount-offered account on page 65. 

Of course this completeness cannot extend to all 
topics. As an illustration, the discussions of the bank 
reconciliation and fund statements can be cited. The 
actual reconciliation form is not explained beyond a 
simple illustration. As to the fund statements, which is 
the last topic taken up, the subject might well have been 
omitted. As it stands it will tend to confuse more than 
to clarify. 

Any book, no matter how well written (as this one is), 
still offers minor irritations to the reader. Professors 
Maxwell and McMichael present an adequate discus- 
sion of prepaid and deferred items under both methods 
of initial recording which they believe to be desirable. 
It would seem to this reviewer that it is the proper func- 
tion of a text (even an “outline”) not only to explain 
what is being done in practice but to distinguish the 
superior from the inferior. 

The reader will find in this book some helpful fea- 
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tures to facilitate its use. The introduction includes a 
correlated guide to comparable topics in most of the 
standard elementary texts and at the end of the book 
is an unusually complete topical index. The reader wil] 
also discover some helpful suggestions in the detection 
of the source of trial balance errors. 

As a whole Maxwell and McMichael have success- 
fully achieved their objective. The student will find this 
book not only an excellent supplement to his accounting 
text but also an excellent review of the major elementary 
concepts and procedures. 

Morton F. Moss 

University of California 


Cost Accounting. Theodore Lang, Walter B. McFarland 
and Michael Schiff. (New York: Ronald Press Co., 
1953. Pp. vii, 741. $6.00.) 


This new introductory cost accounting text has that 
admirable combination of comprehensive treatment and 
comprehensible writing style often sought and often 
not found by both teachers and students. It seems cer- 
tain on that basis alone to find prompt, wide acceptance, 
Equally the beneficiaries of this new contribution to 
cost accounting literature will be the principal “con- 
sumer” of cost accounting, business management. For 
here is a text aimed at preparing cost accountants rather 
than either cost bookkeepers or cost theorists. 

Throughout the text the emphasis is upon manage- 
ment use of cost information. Techniques of cost ac- 
cumulation and classification are fully explained and 
illustrated in practical-sounding terms, but are kept in 
proper perspective as the spade work that they are. 
Likewise, an appropriately strong foundation of 
theory, the reasons why, is built, while yet avoiding 
the overwhelming seminar type of theoretical discussions 
and the crusades over minor points which seem to have 
become the hallmark of the “new” introductory cost 
accounting text. 

The organization of the text is good, both in the 
over-all and within the various sections. The writers 
have made full use of the basic teaching technique of 
reviewing what the student already knows and building 
step by step upon that base. Starting with financial 
accounting they move logically and easily through 
the text, culminating in managerial decisions based 
upon cost data. Having drawn the general picture 
first before filling in the details, the authors insure the 
students’ seeing the forest despite the trees. 

As will always be the case, readers may disagree on 
amounts of space and attention devoted to various 
topics. This reviewer, however, thought the distribution 
of space and time generally excellent. The amount of 
space devoted to standard costs, for example, is con- 
siderable but appropriate. The chapters on distribution 
costs (very suitably related to the more ordinary manu- 
facturing costs), the common sense approach in the 
chapter on cost reports and statements, and the chap- 
ters on management use of cost data, both historical 
and future, are big steps in the right direction—toward 
making the cost accountant management’s indispens- 
able partner. 

The following paragraph, quoted from the chapter 
on “Cost Reports and Statements” (p. 465), is illustra- 
tive of the attitude and direction of the text: 
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“No matter what manner of presentation is adopted, 
the information is directed toward some particular 
individual either at the operating, i.e., departmental 
level, or some higher supervisory authority. The sub- 
stance of the report may be purely historical; that is, 
it may deal with past events, or it may look to the 
future as in the preparation of a budget. Finally, it 
must be understood that the immediate objective of a 
report is to secure action on it. Reports are not made 
for their own sake; they are not an end in themselves, 
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only a means to an end. They represent the finished 
product of the accountant and no matter what his 
technical skill, his value to the business is measured by 
the usefulness of the reports. Such usefulness is evi- 
denced if it results in some action being taken, either 
positive or negative.” 

LAUREN M. WALKER 

Associate Professor of Accounting 

University of Washington 


Business Law 


C.P.A. Law Manual. Andrew J. Coppola and Harry 
Katz. (New York: Oceana Publications, 1953. Pp. 
v, 122. $2.00.) 


This pocket-sized, paper-covered manual presents 
asubstantial number of general principles of law within 
the framework of excellently written answers. The law 
is developed indirectly through the mechanism of posing 
600 questions extracted from the ten C.P.A. examina- 
tions from May 1948 to November 1952. There are 86 
pages of this type of self-answering quizzer covering the 
twelve areas over which the C.P.A. candidate is sub- 
ject to examination. The November 1952 commercial 
law examination is printed in full as a sample. Thirteen 
additional pages are devoted to selected provisions of 
the uniform acts—sales, partnerships and negotiable 
instruments. If the candidate could answer the ques- 
tions posed to him as ably when he is sitting for the 
examination as the authors have analyzed the legal 
problems presented in this book of questions, he would 
pass his law examination with distinction. 

The study of law by nonprofessionals is of necessity 
a question of compromise and selection of content. 
Business law text writers have had to select and abbrevi- 
ate the law. The authors’ sampling by distribution and 
content of each area is as good as could be afforded by 
the ten examinations from which the questions were 
extracted. 

No doubt this convenient pocket edition will finda 
ready market among prospective candidates who seek 
a less painful route to learning. There are two thorough 
C.P.A. Law Reviews published which, in addition to 
very comprehensive text treatments, also include the 
entire law examination sections for many years, com- 
plete with extensive answers. I do not think this pocket 
edition is intended to compete with these two compre- 
hensive editions. To the extent that anyone tries to 
substitute the shorter pocket manual for the complete 
edition, I think his name will be found missing from 
among the successful candidates. However, I do think 
there is a need among certain individuals for an assist 
from this type of work. 

Who are the logical purchasers? First, those candi- 
dates who have made adequate preparation, but who 
need a short, short review a few days prior to sitting 
for the examination. Second, that group of people who 
find the uime in transit to and from work a profitable 
time to bring forth a concentrated pocket edition for 
study. Third, those inquisitive individuals who seek a 


convenient method to review periodically some of the 
basic principles; a self quizzer of this size just suits 
their convenience. Fourth, some candidates will appre- 
ciate a convenient sized manual which some member of 
the family might use in posing questions for the candi- 
date to endeavor to answer, the examiner relying 
entirely upon the disclosed answers, having no other 
law experiences which might bridge the gap between the 
printed answer and the reasoning given by the candidate. 

It is always easy to criticize someone else’s effort. To 
have materially enlarged the work would have defeated 
the purpose of the authors. Recognizing the limitations 
in the market for the manual, I believe those who do 
purchase it would have materially benefited from some 
skeletal organization of each area presented. Some topi- 
cal outline, major areas or traditional chapter headings 
would have proved helpful. The questions as presented 
may have made this very difficult, but by subdividing 
the questions this would have been possible. Such an 
organization might have been made available on the 
first page of each section. In analyzing a question, the 
answers must fit in the framework of such an organi- 
zation. The Manual moves into its objective immedi- 
ately by presenting a former C.P.A. question as the 
first paragraph of each area. 

Another weakness is that the true and false questions 
presented from the previous C.P.A. examinations are 
answered categorically T or F. I believe that this is a 
place where the reasons for such questions should also 
be given. Admittedly the number of such questions is 
not substantial, but if the candidate is given an oppor- 
tunity he will ask for the reasons behind the answer. 
Maybe he does not know the reasons or else he wants 
to check his own reasoning. 

Your reviewer instructs classes of C.P.A. law review 
and therefore knows the ambitions, desires and short- 
comings of the candidates. He also feels enriched to 
see them succeed and particularly in passing that sec- 
tion for which he has assumed responsibility. These 
six hundred questions are not an open sesame te a suc- 
cess{ul C.P.A. examination. Instead, the required prep- 
aration by the candidate in anticipation of his facing 
these questions is the foundation upon which all success- 
ful candidates must stand. 


S. Darpen Brown 

Associate Professor 

of Business Law 
University of Washington 
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Economics 


Studies in Income and Wealth, Volume 15. Conference 
on Research in Income and Wealth. (New York: 
National Bureau of Economic Research, Inc., 1953, 


Pp. 230. $3.50.) 


This book is a collection of papers on income-esti- 
mating presented by technicians to technicians at the 
June 1950 meeting of the Conference on Research in 
Income and Wealth. They deal primarily with measur- 
ing inequalities in income, in making comparisons 
among various regions, ages, and farm vs. non-farm 
groups, and in estimating expenditure-savings patterns. 

These papers exhibit a noteworthy change in em- 
phasis and approach from that which prevailed only a 
few years ago. Some of the assumptions prominently 
associated with theories of saving vs. consumption in 
income analyses are recognized as being at variance with 
facts. The questions that are being studied reflect a 
maturing understanding of economic behavior and of 
the kind of data needed to further that understanding. 
It is especially significant that these questions are much 
less likely to be the source of heated political argument 
and much more adaptable to dispassionate technical 
analysis. 

This change in emphasis begins in the Introduction 
where the savings-consumption analysis is discussed 
briefly by Edward D. Hollander. He says that “the in- 
fluence of income...acts differently at different 
stages of the business cycle,” and “the very economic 
stability we seek to achieve has in itself a profound effect 
on the way incomes are spent and saved.” Also, the 
problem of measuring savings must be examined “in 
the terms of its motivation, forms, and effects rather 
than in terms of double entry bookkeeping. . . . The 
payments on a house or a life insurance policy may be 
reckoned as saving in the accounting sense, but to the 
individual consumer they seem more like expenditures. 
...It is, therefore, entirely unreasonable to expect 
expenditures of this kind to behave like saving.” 

Further consideration of the ratio among income, 
expenditures, and savings is the subject of the paper 
by Dorothy S. Brady (Part V). She has investigated the 
hypothesis that a “normal form’’ of these relationships 
exists and concludes in part that food and housing ex- 
penditures are positively correlated with community 
income while other expenditures remain relatively 
constant in relation to family income. Thus, “the sum 
of food and housing expenditures and savings is rela- 
tively constant for each income bracket,” but as com- 
munity income rises the savings element declines and 
vice versa. 

In Part I, Milton Friedman considers the problem of 
measuring “‘the economic size of the family.’”’ In recog- 
nition of the fact that “two families with the same in- 
come but a different number of members will have dif- 
ferent consumption patterns and cannot be considered 
equally well off,” Professor Friedman discusses the use 
of a common unit the “fammain.” This unit is intended 
to assist in measuring the relation between expenditure 
and income without the influence of the varying com- 
position of families. 


In Part II, George Garvy takes the position that 
“the problem really is to identify, isolate, and then 
measure the various factors that determine relative jp- 
come positions, not to ‘measure’ inequality.” He points 
out a number of conditions which obscure efforts to 
measure inequality (e.g. differing numbers of depend. 
ents, changes in the degree of inequality, etc.). But 
if adjustments could be made for these conditions, it 
might still be questioned whether the results would be 
useful. Hence the author’s introductory statement that 
it is the causes of inequality rather than the amount of 
inequality that should be measured. These causes he 
classifies under six main headings: 


a) “The basic economic and social determinants of 
income inequality Taussig identified as ‘inbom 
differences in gifts, and the maintenance of 
acquired advantages through environment and 
the inheritance of property.’ 

b) Effects of cyclical changes in economic activity, 

c) Effects of public policies that change the existing 
income distribution. 

d) Demographic factors such as the age and sex 
composition of the population and labor force 
turnover. 

e) Socio-geographic factors such as degree of urbani- 
zation and geographic location. 

f) The time unit to which the income distribution 
relates.” 


Three papers are concerned with differences between 
farm and non-farm measurements. In one of these 
(Part III) D. Gale Johnson investigates the hypothesis 
“that the incomes of families in non-farm communities 
or engaged in non-farm occupations were smaller in the 
South than in the rest of the nation.”’ Certain possible 
inconsistencies in data emerged. Thus, certain data 
‘indicate that incomes of white families in the South 
are approximately the same as for the rest of the nation 
if the influence of community size is eliminated.” At the 
same time, “white wage earners in a southern industry 
or occupation earn 10 to 30 per cent less than compara- 
ble white workers in the rest of the country.” 

Problems of definition of income are the subject of 
the second paper dealing with farm and non-farm com- 
parisons (Part VI). Margaret G. Reid calls attention to 
different concepts that have been used where certain 
accounting conventions for computing farm income 
may have created misleading data. Measurements of 
(a) income annually (as against longer term measure- 
ments), (b) income in kind, (c) depreciation, (d) in- 
ventory changes, and (e) joint family and farm expenses 
are some of the practices which support her statement 
that “Differences in the income-expenditure curves 
seem to reflect decisions of investigators more than 
those of the reporting families.” 

In the other paper concerned with farm and non- 
farm differences (Part VII), Mollie Orshansky discusses 
the use of “income elasticity of consumer purchases to 
investigate differences in the cost of living for farm and 
urban families.” After a brief description of the prob. 
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lem posed by such facts as differences in the importance 
of home grown food in the costs of living between farm 
and non-farm families, the paper gives a detailed de- 
scription of the method developed for studying the 
subject. 

The median age of the population of the United 
States has increased so sharply during the last century 
that certain questions are being raised as to the effects 
of this change on income. Janet A. Fisher, in Part IV, 
raises the question whether these changes influence the 
proportion saved. She finds that “the curve of average 
income rises from a low level for the youngest age group 
to a high point during middle age, then falls again to a 
level equal to that for the youngest group.” The data 
are inadequate for some of the measurements that might 
be desired, but the paper indicates the usefulness of 
more adequate data for studies of “the economic status 
and behavior of consumers of various ages, and hence 
of all consumers.” 

The final section of the book is a paper in which 
Simon Kuznets, one of the outstanding authorities in 
the field, makes suggestions for further inquiry under 
four heads: 
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(1) Historical changes and area differences: “If we 
do not have the bare facts on how size distribu- 
tion of income has changed over time or differs 
in space, there is little hope of establishing the 
determining factors or of linking the distribution 
with what we know about other aspects of the 
economics process.” 

(2) Causal factors: A few questions which he sug- 
gests for study include (a) the significance of 
inter-group migration, (b) the relation between 
income levels and the number of years in an 
occupation, and (c) differences in individual 
ability. 

(3) Income size and use: It is suggested that we 

need two bodies of data: (a) histories to cover 

the full life cycle of income, and (b) expenditures 
of given family units. 

Techniques for translating income measure- 

ments into measures of welfare. 

Paut W. 
Legislative Auditor 
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Legislative Budget Commiitee 
Olympia, Washington 
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The Financial Policy of Corporations. Fifth edition, 
Arthur Stone Dewing. (New York: Ronald Press 
Company, 1953. Volume I, xx, 807 pp.; Volume II, 
vii, 727 pp. $15.00.) 

The first edition of this monumental] work appeared 
in 1920. Revised editions followed in 1926, 1934, 1945 
and the latest one in 1953. From the beginning the book 
has been regarded as a leading authority in its field. 

Its organization of subject matter is that of the 
classical approach. It is divided into five parts. Part 1 
describes corporations and the various types of cor- 
porate securities. Part 2 treats valuation. Part 3 deals 
with problems of administering corporate income. Part 
4 discusses expansion and Part 5 covers financial ad- 
justments. Those who are well acquainted with earlier 
editions may have some difficulty distinguishing the 
changes that have been made since the original style, 
organization, lay-out, and treatment have been pre- 
served. The only real difference is that the current edi- 
tion takes account of social, economic, and political 
developments of recent years. 

The Financial Policy of Corporations has always been 
three books in one. First, there is the text discussion by 
Dewing, a discussion that is analytical and theoretical 
and that does a beautiful job of reconciling legal, ac- 
counting, and financial concepts. Secondly, there are 
the footnote discussions of collateral matters. Fre- 
quently these footnotes summarize a study or outline a 
case that supports a generalized statement contained 
in the text discussion. Many instructors feel that 
Dewing’s footnote discussions are a valuable feature of 
the book. One may, if he wishes, read the book and ignore 
the footnotes. The inclusion of the footnotes makes the 
book appear to be much longer than it really is. For 
example, in Chapter 18 (treating depreciation) more 


page space is allotted to footnote discussions than is 
given to text discussion. Thirdly, there is a second 
series of footnotes referring readers to specific studies 
and texts. Thus, in addition to being a text-book and a 
case-book, The Financial Policy of Corporations is also 
an excellent bibliography of published works treating 
various aspects of business finance. Chapter 18, for 
example, contains 167 such references. 

There has been much discussion among instructors 
in recent years of a “management” and a “fund’’ ap- 
proach to the study of finance. The existence of this 
discussion evidences a degree of dissatisfaction with the 
old classical organization of subject matter. However, 
the lack of a published work exemplifying the “new” 
approach rendered much of the criticism vague and 
ineffectual. The recent appearance of Howard and 
Upton’s Introduction to Business Finance, a book that 
employs the “fund” approach, now makes a direct 
comparison of the two approaches practical. 

Presumably, a text stressing management would 
describe facts, explain techniques and procedures, and 
outline theories needed by a manager to arrive at a 
proper decision under a given set of circumstances. In 
the reviewer’s opinion, a student who obtained his 
knowledge of finance from Dewing’s text would have as 
good a background as possible to serve as an officer or 
director of a large corporation or to discharge the duties 
of a governmental regulatory body such as the SEC. 
By contrast, the content and approach of Howard and 
Upton would provide a student with information most 
useful to the top management of a small or medium- 
sized company or to the financial management of a 
large corporation charged with responsibility for opera- 
tional and budgetary planning. 

The two books differ most in their treatment of “cur- 
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rent capital” problems. Dewing devotes a chapter to 
this subject, discusses various possible definitions, and 
stresses the importance of maintaining “a proper rela- 
tion” between current and fixed capital. He likens fixed 
capital “to a mill” and current capital to “the grist 
that the mill grinds.” The amount of current capital 
adequate under a given situation depends upon four 
factors; (1) the technique of the business, (2) the length 
of the production cycle, (3) credit terms extended to 
customers, and (4) cyclical fluctuations. From his dis- 
cussion a student would logically conclude that current 
capital management is important and that some type 
of control is essential. However, he would have received 
no hint of how such control is in fact implemented. By 
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firm goes about the task of estimating its cash require. 
ments in advance. 

Regardless of one’s preference for the “‘classica]” or 
the “fund” approach, it is still true that The Financial 
Policy of Corporations occupies such a place of eminence 
in the literature of the field that no major in accounting 
or finance should consider his background adequate 
or complete unless he has read the two volumes through 
from cover to cover. No other author in this field has 
ever written a book that compares in its comprehensive 
coverage and perfection of writing style to Dewing’s 
The Financial Policy of Corporations. 

Witrorp J. Eireman 
Professor of Finance 


contrast, Howard and Upton devote several chapters University of Michigan 
to detailed descriptions and illustrations of just how a 
General 


A Survey of Pension Planning. Robert E. Sibson. 
(Chicago: Commerce Clearing House, Inc., 1953. Pp. 
184. $2.00.) 


The author has set as his objective an exposition and 
discussion of the important questions in pension plan- 
ning, rather than specific recommendations for their 
solution. He has done a good job in organizing these 
questions for the consideration of anyone faced with 
actual situations. Mr. Sibson states his background as 
a member of a firm of labor consultants and engineers to 
the transportation and public utility industries, and 
although his approach is fairly general, the book will 
probably be most useful for large, union-negotiated 
industry pension plants. 

The basic problem of superannuation is first pre- 
sented and several reasons are given for the adoption of 
a formal retirement program as the best solution. Dis- 
ability-retirement is also discussed and the need for 
a similar solution is outlined. A brief summary of some 
of the current issues in pension planning completes the 
introductory background. 

Various administrative methods are presented for the 
financing, supervision and day-to-day operation of a 
retirement plan and certain advantages and disad- 
vantages of different approaches are cited under the 
three common financing media: an insurance company, 
pay-as-you-go, or a trust fund. Several bases are exam- 
ined for defining which workers are to be included in 
a retirement plan, as well as the requirements to be 
established for members of a plan to be eligible for 
receipt of benefits. 

Because the pattern for normal-retirement benefits 
usually affects the provisions made for other benefits, 
such as early, compulsory, and disability-retirement 
provisions, the author devotes a rather full discussion 
to several common benefit “formulas.” 

Some reference is made as to the important problem 
of providing a better correlation between pension pay- 
ments and changes in the purchasing power of the dol- 
lar. However, the author does not mention that a new 
method designed to approach this objective was actu- 
ally established by the College Retirement Equities 


Fund over a year ago and has also since been used in 
some industry plans. This involves the concept of the 
unit-annuity with variable dollar payments related to 
the investment experience of a retirement plan funded 
through common stocks and other equities. Histori- 
cally, by appropriate combination with a fixed dollar 
guaranteed annuity, this plan would have provided a 
much better correlation than the usual types of annuity 
discussed. 

The need for other than normal-retirement benefits 
is explored and alternative courses are suggested to 
provide flexibility in the pension plan. The author’s 
evaluation of the cost of a disability-retirement program 
is marred for this reviewer by a generalization that “dis- 
ability may occur at any time during the worker’s life 
with the equal likelihood.” All statistics (dealing with 
large groups) show that the incidence of permanent dis- 
ability varies widely with age. What the comparable 
costs of normal-retirement and disability-retirement 
benefits will be, therefore, depend in large measure on 
the age distribution of the group and on how these 
benefits are defined and administered. 

The author limits his definition of “vesting’’ to the 
refund of the employer’s contributions at the time of an 
employee’s termination prior to the normal-retirement 
date and concludes that “it is more difficult to justify 
under any circumstance” than refund of the employee’s 
contributions. Nevertheless, many employers feel that 
the extra cost of some kind of partial or complete vesting 
of all contributions to provide employee mobility is 
definitely worthwhile from the purely practical view- 
point of attracting the best type of personnel, aside 
from any possible social implications. 

A roughly approximate method for estimating the 
future number of persons on the pension rolls in each 
year is provided. This method, unfortunately, has 
rather large systemic errors in it for certain years of any 
plan to which it would be applied. The author cautions 
that any financial cost estimates be done by qualified 
actuaries. 

The book closes with an investigation of the issues 
involved in evaluating a pension plan from the view- 
points of both the employee and employer and with a 
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useful summary check-list of the various factors to be 
considered in a retirement program. 
Rosert M. DuncAN 
Actuary 
Teachers Insurance and Annuity Association 
College Retirement Equities Fund 
New York 


An Introduction to Linear Programming. A. Charnes, 
W. W. Cooper and A. Henderson. (New York: John 
Wiley and Sons, 1953. Pp. 74. $2.50.) 


This book is one of the first in a new field. Linear 
programming is a mathematical procedure which has 
been developed in an effort to bring scientific methods 
to bear on management problems. Other such ap- 
proaches include Cybernetics (Weiner), Operations 
Research (Morse and Kimball), Information Theory 
(Shannon and Weaver), Game Theory (von Neumann 
and Morgenstern). Linear programming, as here pre- 
sented, is based on Koopman’s Activity Analysis of 
Production and Allocation. 

The authors start with a simple illustration of the 
way the method can be used to solve a production prob- 
lem. If a firm has several possible ‘‘mixes” it can choose, 
each of which is subject to certain restrictions which 
can be quantified, then the situation can be described 
by a matrix of linear equations. 

The optimum choice in such a situation is best 
evolved by means of the “simplex” method developed 
by George Dantzig of Rand Corporation. The book de- 
votes several chapters to an explanation and discussion 
of this method. In the last part of the publication, 
Charnes discusses some of the subtler mathematical 
problems which arise in various situations. 

The possibilities inherent in these new methods are 
receiving increasing attention from management. (Cf. 
for example, Business Week, May 30, 1953, where some 
of the authors’ consulting activities are discussed.) 

It seems obvious that if there is to be much use of 
mathematical methods in the future, accountants will 
soon be called upon to provide data in forms which 
differ considerably from those now used. Therefore it 
would seem advisable for accountants to begin to make 
some acquaintance with these new ideas. 

Unfortunately, though labelled an “Introduction,” 
this work is not easy reading for anyone whose knowl- 
edge of mathematics stops short of matrix theory. 
However, it is possible to acquire a fair idea of the way 
to set up a problem from a study of the opening chapters. 

The authors have promised to publish more descrip- 
tions of actual applications of linear programming to 
management problems. Their work should be followed 
with interest by industrial accountants. 

MELVIN SALVESON 
Pavut KimcHER 
University of California at Los Angeles 


Managing Your Money. J. K. Lasser and Sylvia F. 
Porter. (New York: Henry Holt and Co., 1953. Pp. 
vii, 430. $4.95.) 


This book is intended for the layman who wants to 
know something about the rudiments of investing, 
financing the construction of a home, insurance and 
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other topics of similar interest. It is written by two well 
known authorities. Mr. Lasser needs no introduction to 
readers of THE ACCOUNTING Review and Miss Porter’s 
syndicated financial column, as well as her many arti- 
cles and radio appearances, have made her also familiar 
to the American public. The book is designed for mass 
consumption and it deserves a place on the bookshelf of 
the busy man or woman for whom it is written. 

Some of the best chapters are those dealing with 
buying corporate securities. The authors quickly point 
out the absurdity of the naive hope that the stock 
market is a get-rich-quick vehicle. In a convincing man- 
ner they describe the relative poverty of some of those 
who sell stock market advice. As they say, “Many barely 
eke out a living selling their advice. Yet week after 
week, they boldly recommend purchases to countless 
eager, greedy subscribers.” 

But, having paid their respects to this school of 
thought, they then rightly turn to the equal absurdity 
of merely keeping out of the stock market because of 
ignorance or indifference. They explain quite clearly the 
differences between government bonds, other bonds, 
preferred and common stocks, and the rights and ob- 
jectives of each class of investment. 

Perhaps the authors should have called attention also 
to the rights and duties of common stock ownership 
today, which we think involves something more than 
the mere pleasure of receiving dividends. Thanks to the 
growing importance of the annual meeting and the pro- 
tection of the SEC proxy rules, the sentence, “The 
small stockholder has little to say about company 
operations,” may become obsolete. In our opinion, 
investors should be instructed in their rights and duties 
as corporate citizens. We thought there was a similar 
omission in failure to refer to the annual meeting and 
the post-meeting report of the corporation as methods 
of getting information about securities. 

The chapter on “Where and How to Buy Corpora- 
tion Stocks and Bonds” includes ten financial command- 
ments which are so sound that we only disagree with one 
of them. That is the advice to sell the weakest stock in 
the list held. Fashions in stocks, like any other, change 
abruptly and without warning. Yesterday the tobacco 
stocks were out of date; today they are once more 
market leaders; tomorrow it may be the turn of the 
motion picture stocks and so on. 

The mutual fund naturally rates a full chapter in view 
of its growing role in the American economy. The au- 
thors point to its advantages as an investment for the 
small investor who is unable to decide for himself which 
securities to put his capital into and yet who wants 
diversification. We wish the authors had mentioned the 
fiduciary obligation of fund management to see that 
shares are voted independently and intelligently at 
annual meetings. 

Other chapters of the book tell how to budget, 
methods of keeping funds, how to increase income in 
spare time and similar topics. A very important chap- 
ter is devoted to the proper keeping of records of invest- 

ments. Installment buying is given a chapter to itself, 
with the pitfalls clearly pointed out to the unwary. 
Then there is sound advice as to the best ways of bor- 
rowing money and how to avoid and recognize loan 
sharks. We certainly like the way Miss Porter and Mr. 
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Lasser tilt their lances at finance concerns which merely 
advertise ‘‘Loans at Low Rates”—and let it go at that. 
They tell how to discover the real costs, giving helpful 
charts as to how to find the true interest rates. The lay- 
man having difficulty with social security will find the 
answers to many of his questions, even if he will not 
always like the replies, such as for example, the delusion 
that you do not need more than social security to retire. 
The importance of life insurance and the annuity war- 
rant the attention given in fifty pages. 

Since no book by Mr. Lasser would be complete 
without some of his expert advice on the preparation 
and filing of tax returns it is fitting that the closing 
chapters of Managing Your Money be concerned with 
that subject. The authors show, of course, some of the 
typical ways in which the uninitiated may overpay 
taxes; and we were delighted with the quotation from 
Benjamin Franklin, which we had not previously run 
across: ‘Taxes are indeed very heavy—we are taxed 
twice as much by our idleness, three times as much by 
our pride and four times as much by our folly.” 

Lewis D. GILBERT 

New York 


Teach Your Wife to Be a Widow. Donald I. Rogers. 
(New York: Henry Holt and Company, 1953. Pp. 
93. $2.00.) 


Doubtless my husband is not alone in his belief that 
I would make a satisfactory widow if he were still around 
to advise me. Conscientious husbands consider such a 
contingency, work toward building an estate to carry 
their families, but seldom get around to discussing with 
their wives how they have acquired the estate and how 
to conserve and even increase it. 

The author says that this book is directed primarily 
to husbands; I suggest that wives give it to them on 
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Father’s Day—and read it themselves. The least to ask 
for in return is that under the author’s prodding the 
husband discuss some of his business problems at home, 

An occasional wife, wary of the future, may decide 
to typewrite her family letters or use her PTA secretary. 
ship as the opportunity to brush up on her shorthand, 
A few fortunate husbands may have prospective widows 
who, following Mr. Rogers’ advice, will read the finan- 
cial section of the newspaper. (Mr. Rogers is Financial 
Editor of the New York Herald Tribune.) And in any 
event your wife may well demand “‘Have you made your 
will?” The author cites tragic examples of carelessness in 
this regard. 

A widow may be trained to safely invest a lump sum 
insurance payment, but just to be sure, many husbands 
see to it that at least part of their insurance is left in 
the form of installment payments. There is a good chap- 
ter on “Good Investments for a Widow”’ with suggested 
portfolios for three different income groups: those with 
$10,000, $25,000, or $50,000. 

Another chapter discusses bank accounts—difficul- 
ties with joint accounts, and with check books signed 
up in advance by the husband, but with the account 
frozen at his death. Another problem concerns a wid- 
ow’s own funds kept in the deceased’s safe-deposit box 
and sealed for inspection by taxing authorities, even- 
tually to be taxed for lack of proof of ownership. There 
is a chapter on trust funds and one on homes and mort- 
gages. The last two chapters are Leave Her Some Final 
Instructions and How to Teach Your Wife to Be a Widow, 

The advice in this book will be a stimulating chal- 
lenge to many wives; their awakened interest in eco- 
nomic problems should be a satisfaction to their hus- 
bands. 

Mary JANET CANNON 

Seatile, Washington 


dietitian. Available February, 1954. 


MEMBER PLACEMENT SERVICE 


PART TIME TEACHING POSITIONS IN UNIVERSITY WHILE WORKING 
ON PH.D. DEGREES. Couple: (a) Husband: Commerce. B.S.C., M.A., 35 years old; 
two years accounting teaching experience and ten years experience in machine shop, 
and as budget administrator and accounting supervisor. (b) Wife: Home Economics. 
B.S.C., M.S., 34 years old; three years teaching experience and four years experience as 
(10531) 
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THE AMERICAN ACCOUNTING ASSOCIATION’S 
ACCOUNTING TEACHERS’ GUIDE 


Prepared By 
Sixty-eight contributors and section editors who are teachers of collegiate-level accounting in 
twenty-eight states. 
Under The General Direction Of 
The American Accounting Association Committee on the Preparation of an Accounting Teachers 
Manual, composed of Ralph L. Boyd, A. J. Penz, and Leo Schloss (chairman). 


Through The Generosity And Cooperation Of 
The South-Western Publishing Co. 


The South-Western Publishing Co. has been very generous in agreeing to print, bind and mail, 
without charge, a paper-bound copy of the ACCOUNTING TEACHERS’ GUIDE to each teacher 
or part-time teacher who was a member of the American Accounting Association on September 2, 
1953. If the teacher-member wishes a cloth-bound copy in lieu of the paper-bound one, he may 
obtain one by sending 50 cents with his order to the South-Western Publishing Co. Additional 
cloth-bound copies are available to teachers at $2.50 per copy; additional paper copies are not avail- 
able. Cloth-bound copies may be purchased from the South-Western Publishing Co. at $2.50 each 
by nonteaching members and nonmembers of the American Accounting Association. 


Teacher-Members 
The South-Western Publishing Co. has mailed announcements and order forms to those whose 
names were listed as teacher-members by the office of the Secretary-Treasurer of the American Ac- 
counting Association. If you have not received the mail announcement, please send your name 
to the Secretary-Treasurer and he will see that the special order form is sent to you. 


Others 
Those who are not entitled to free copies may order the Accounting Teachers’ Guide directly from 
the South-Western Publishing Co. by filling out the form shown below and enclosing their remit- 
tance. 
Order Form For 
American Accounting Association Accounting Teachers’ Guide 


If you were a teacher-member (excluding Associate members) of the American Accounting Association on Sep- 
tember 2, 1953 and have not previously received this announcement by mail, please fill out this blank and mail 
it to The Secretary-Treasurer, American Accounting Association, College of Commerce and Business Admin- 
istration, University of Illinois, Urbana, Illinois. Send no money. 


...... Please send to me a special order form; my name was omitted from your mail list of teacher-members. 


If you are (a) a nonteaching member, (b) an associate member, or (c) a nonmember, fill out this blank and 
mail it to South-Western Publishing Co., 634 Broadway, Cincinnati (2), Ohio and enclose $2.50 per copy. 
(Enclosed is cash ..... ., Money order ...... eee ) 


(Check one) Teacher-member ...... , Nonteaching. member ...... , Nonmember ....... 
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AMERICAN ACCOUNTING ASSOCIATIO 
COMMITTEES, 1953 


EXECUTIVE COMMITTEE 


Russell H. Hassler, President ...Harvard University 
Weldon Powell, Vice-President ....Haskins & Sells 
Robert E. Walden, Vice-President 
Indiana University 
John A. White, Vice-President .. University of Texas 
Charles J. Gaa, Secretary-Treasurer 
University of Illinois 
Frank P. Smith, Editor The Accounting Review .. 
University of Michigan 
Ralph C. Jones, Director of Research . 


George R. Husband, Past President 
Wayne University 
S. Paul Garner, Past President 
University of Alabama 
Perry Mason, Past President 
University of California (Berkeley) 


COMMITTEE ON ACCOUNTING CONCEPTS 
AND STANDARDS 


Stewart Y. McMullen, Chairman 

Northwestern University 
Robert L. Dixon University of Michigan 
Thomas M. Hill 


Joseph B. Lanterman ....American Steel Foundries 
R. K. Mautz University of Illinois 
Maurice Moonitz University of California (Berkeley) 
Maurice H. Stans ....Alexander Grant & Company 


COMMITTEE ON COST ACCOUNTING 
CONCEPTS AND STANDARDS 


Lawrence J. Benninger, Chairman 


University of Missouri 
Norton M. Bedford Washington University 
Robert I. Dick University of Illinois 
Thomas M. Dickerson .Western Reserve University 
Bernhard C. Lemke Michigan State College 


COMMITTEE ON PREPARATION OF 
ACCOUNTING TEACHERS’ MANUAL 
Leo Schloss, Chairman Long Island University 
Ralph L. Boyd regon State College 
A. J. University of Alabama 


COMMITTEE ON STANDARDS RATING 


Hermann C. Miller, Chairman 
The Ohio State University 
University of Alabama 
University of Minnesota 
University of Texas 
University of Pennsylvania 


S. Paul Garner 
Ernest A. Heilman 
John A. White 
Rufus Wixon 


COMMITTEE ON NATIONAL INCOME 
ACCOUNTING 
Carl L. Nelson, Chairman .. University of Minnesota 
William W. Cooper 
Carnegie Institute of Technology 
Colgate University 
Michigan State Coll 
University of California 


Wilson L. Farman 
Walter G. Kell 
Paul Kircher 


COMMITTEE ON MUNICIPAL ACCOUNTING 


Fayette H. Elwell, Chairman 
University of Wisconsin 


Robert P. Hackett 

University of Illinois (Navy Pier, 
Ralph B. Mayo Ralph B. Mayo & Con 
Oscar S. Nelson University of Pennsy 


COMMITTEE ON NOMINATIONS 
Sidney G. Winter, Chairman ..............+. a 
State University of low 
.. Thompson-Bremer & @& 
University of Michig 


Henry T. Chamberlain 
Robert L. Dixon 
Thomas W. Leland 

. Agricultural and Mechanical College of 
Hermann C. Miller The Ohio State Unive 


COMMITTEE ON CONVENTION 
ARRANGEMENTS 


Martin L. Black 

Willard J. Graham ..University of North 
Isaac N. Reynolds ...University of North 
L. B. Rogerson University of North 
Alton G. Sadler University of North 
William A. Terrill ..University of North 
Rex S. Winslow University of North 


COMMITTEE ON REGIONAL MEETINGS= 
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Robert E. Walden, Chairman ..Indiana Uni 
Frank S. Kaulback, Jr. ....... University of V: 
Raymond L. Mannix Boston Uni 
C. R. Niswon 

William E. Thomas 
Robert H. Van Voorhis . 
William J. von Minden 


University of 
University of A 
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Task Committees on Education 


CPA EXAMINATIONS 


Raymond L. Mannix, Chairman . . Boston Universit” 
David M. Beights Stetson Uni ; 
Sidney Davidson 
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Arthur W. Holmes 

Arnold W. Johnson 
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INTERNSHIP PROGRAMS 

William J. von Minden, Chairman 

Rutgers University 
Samuel J. Duboff ........... S. D. Leidesdorf & Co. 
‘Marvin L. Frederick .Peat, Marwick, Mitchell 8 Co. 
G. Kenneth Nelson Pennsylvania State College 
Wayne E. Shroyer University of Denver 
Melville T. Werner Ford Motor Company 


VISUAL AIDS 
William E. Thomas, Chairman 
University of Illinois 
Robert Dinman .. University of Southern California 
Raymond Gatchell Columbia University 
Harry C. Lyle The Ohio State University 
John W. Ruswinckel Michigan State College 


SELECTION OF PERSONNEL 
C. R. Niswonger, Chairman ...... Miami University 


Edward G. Eriksen 
James R. McCoy 


Wayne University 


The Ohio State University 


MEMBERSHIP COMMITTEE 
James S. Schindler, Washington University 


Lee D. McChesney, Alabama Polytechnic Institute 
Fred O. Bogart, University of Arizona 
John E. Kane, University of Arkansas 


California (north) 
California (south) 
Colorado 
Connecticut 
Delaware 

District of Columbia 


George B. Stenberg, University of California 
rge Gibbs, Claremont Men's College 

Sam Butler, University of Denver 

Rubin R. Braverman, Yale University 

E. Wakefield Smith, University of Delaware 

Ralph D. Kennedy, George 


Washington University 


Carl A. Anderson, University of Florida 
Harold M. Heckman, University of Georgia 
Kenneth G. Lundberg, Idaho State College 


Illinois (north) 
Illinois (south) 


Lowell C. Doak, LaSalle Extension University 
James M. Carrithers, University of Illinois 
Charles H. Spencer, Indiana 


niversity 


Daniel L. Sweeney, University of Iowa 
William F. Crum, University of Wichita 
Frank Judd, Brown & Williamson 

Clarence L. Dunn, Louisiana State University 


George E. Hargest, 
Edward G. oom, Wayne University 


Reuel I. Lund, University of Minnesota 
W. W. Littlejohn, Mississippi State College 
H. E. Donley, University of Missouri 
Donald J. Emblen, Montana State University 
ohn P. Begley, Creighton University 
Nalter S. Palmer, University of Nevada 


New Hampshire 

New Jerse 

New Mexico 

New York City 

New York (upstate) 
North Carolina 

North Dakota 

Ohio (north of U.S. 40) 
Ohio (south of U.S. 40) 


John D. Hauslein, University of New Hampshire 
Marcus H. Bean, Rutgers University 

eeeeeFrank D. Peel, Atomic Energy Commission 
B. Bernard Greidinger, New York University 
Edward J. Schmidlein, Canisius College 
William A. Terrill, University of North Carolina 
VeLoyce G. Winslow, University of North Dakota 


Glen G. Yankee, Miami University 


-» Earl Clevenger, University of Oklahoma 


Oregon 
Pennsylvania (east) 
Pennsylvania (west) 
Rhode Island 

South Carolina 
South Dakota 
Tennessee 


Charles E. Johnson, University of Oregon 

Williard E. Stone, University of Pennsylvania 

W. Andrew Paton, Jr., Pennsylvania State College 

Winfield S. Briggs, University of Rhode Island 

Furman E. Cannon, University of South Carolina 
try E. Olson, University of South Dakota 

Warren L. Slagle, University of Tennessee 


Utah 
To be selected 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 
Canada (eastern) 
Canada (central) 
Canada (western) 
Hawaii 
Philippine Islands 
Puerto Rico 


To be selected 


Clyde N. Randall, University of Utah 


John S. Quinn, College of William and Mary 
Julius A. Roller, University of Washington 
Kenneth E. Lambert, West Virginia University 
James B. Bower, University of Wisconsin 
Marvin E. Byers, University of Wyoming 

Marcel Bélanger, Laval University 

Dwight R. Ladd, University of Western Ontario 


Jacob Adler, University of Hawaii 
Cecilio A. De Guzman, Jaime Hernandez & Co. 
Rafael Sanchez-Ortiz, Office of the Auditor, Puerto Rico 


Indiana | 
Kentucky 
Maine ..............+++++++++J. Warren Bishop, Colby College 
Maryland ................-...-.Sidney Davidson, Johns Hopkins University 
Massachusetts 
Mississippi 
D. Braden, Western Reserve University 


NEW! 


PRENTICE-HALL 
1954 
FEDERAL 


TAX COURSE 
STUDENTS EDITION 


JUST PUBLISHED IN AUGUST, this NEW 1954 Edition brings 
America’s Standard Tax Course up to date in every respect. All the 
practical problems and other items that have made the Prentice-Hall 
Course a national favorite for over 30 years now reflect the many im- 
portant developments and changes of the past year. 


As always, the PRENTICE-HALL FEDERAL TAX COURSE 
provides your students with a comprehensive explanation of Federal 
taxation plus training in the application of principles to specific prob- 
lems. 


@® A NEW INSTRUCTOR’S MANUAL is available free to in- 


structors ordering five or more copies of the 1954 FEDERAL 
TAX COURSE. 


@ In addition to the many problems in the Course designed for use in 
practicing for the preparation of returns, each student using the 
Course is entitled to special booklets of specimen return problems 
or filled-in returns, plus blank income tax forms. 


@ Copies of new tax laws are immediately available upon enactment 
of a major change in tax law. 


Send for your examination copy 


PRENTICE-HALL, Inc., 70 Fifth Avenue, New York 11, NY. 
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